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Arthur T. Vanderbilt 


RUSSELL D. NILES 


oF death of Chief Justice Arthur T. Vanderbilt in June of this 
year brought to a close one of the most remarkable careers in Ameri- 
can life. There were many facets to his career, some much publicized, 
some hardly known. Few of the lawyers who practice tax law know 
of the contribution that Arthur T. Vanderbilt made even to this eso- 
teric specialty. 

Arthur T. Vanderbilt was not a tax lawyer; he did not even find 
the study of tax law congenial. As an imaginative realist, however, 
he saw before any other law school dean what the impact of the new 
tax laws would be on the post-war world. He realized that if the Law 
Center that he was then developing was to serve not only law stu- 
dents but also practicing lawyers, it was necessary for the School of 
Law to start at once to offer elementary, advanced, and refresher 
courses in what he foresaw would be a great new field of law. While 
the war was still in progress, he made ready for the demand that was 
sure to come. 

Although most law schools had only one or perhaps two courses in 
the field of taxation, usually limited to jurisdiction to tax, he thought 
that in a Law Center, located in the heart of the New York metro- 
politan area, the curriculum should be increased tenfold. And so, with 
his usual audacity and vigor, he recruited a tax law faculty, start- 
ing with Harry Rudick and Gerald Wallace, and with their help set 
up the most complete and imaginative offering ever made in this 
field. He attempted to reach the profession not only in formal gradu- 
ate study, but in shorter conferences and institutes. He collaborated 
with Dean Paul McGhee in the now famous InstiruTE on FEDERAL 
Taxation. In 1945 he established the Tax Law Review with Edmond 
Cahn as editor. The Tax Law Review, in its thirteenth volume, now 
under the editorship of Robert J. McDonough, continues to maintain 
its position as the most widely-read scholarly periodical in its field. 

During the last academic year, in addition to the regular students 
in the School of Law of New York University who took a limited part 
in the tax program, there were 305 graduate students working for a 
Master of Laws in Taxation. These young lawyers came from half of 


Russet D. Nixes, Dean New York University School of Law. 
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the states of the Union. Hundreds of their predecessors are now in 
specialized practice all through the United States. In addition, many 
other lawyers have attended shorter institutes, both in New York 
and elsewhere, to which the Law School faculty has made learned 
contributions. 

The story of Chief Justice Vanderbilt’s part in this educational 
adventure is only a minor episode in a crowded and useful life, but it 
illustrates the qualities that made his life so productive. 
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The Estate Tax Credit 
for Tax on Prior 


Transfers 
HARRY J. RUDICK 


7 a previous paper ‘ I attempted an exegesis of section 812(c) of 
the 1939 Code which allowed a deduction from the gross estate for 
property previously taxed. That section was criticized by me as the 
‘‘most complex and confounded provision of the entire Federal 
Kstate Tax Law,’’ and I concluded with suggestions for simplifying 
it and making its application more equitable. Contemporaneously, 
another paper ” also analyzed this section and recommended that the 
deduction for property previously taxed should be replaced by a 
credit for the tax paid by the prior decedent’s estate on the property 
transferred to the second decedent.® In enacting the 1954 Code, the 
legislative authorities adopted the credit device but also adopted 
some of the suggestions which were made for revising the deduction 
provision. The provisions which finally emerged are contained in sec- 
tion 2013 of the 1954 Code. It can still be characterized as the most 
complex and confusing provision of the estate tax law. The problems 
are somewhat different, but they are just as intricate as those that 
arose under the prior law.* 

The object of the new provision is the same as that of the old: to 
mitigate excessive dilution of testamentary or intestate transfers by 
successive death duties within a relatively short period. Thus, if a 
grandfather dies, leaving his property to his son, and the latter dies 
a few days later, leaving the same property to his daughter, it seems 
rational and just that some relief from a double set of death duties 


Harry J. Rupick is a Professor of Law at New York University School of Law, Faculty 
Editor of Tax Law Review, and partner of Lord, Day & Lord, New York City. 

1 Rudick, The Estate Tax Deduction for Property Previously Taxed, 53 Cotum. L. REv. 
761 (1953). 

2 Bittker and Frankel, Previously Taxed Property and the Federal Estate Tax, 8 Tax L. 
Rev. 263 (1953). It is somewhat curious that although the deduction for property previously 
taxed had been in the estate tax law since 1918, there was apparently no full-length law 
review treatment of it until the articles by Bittker and Frankel and myself. 

8 ALI, Fep. IncomE, Estate AnD Girt Tax Stat. 252-266 (Tent. Draft No. 10 (1954)), 
approved the credit mechanism of the 1954 Code, but with certain important modifications. 

4 The length of the new provision is about the same as that of the old. 
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should be allowed. Retention of the deduction method, subject to sim- 
plification and amendments making it more equitable and less capri- 
cious, seemed to me more desirable than the credit method adopted 
under the 1954 Code. The former tends to produce the same result as 
if the property had bypassed the second decedent and gone directly 
to the latter’s distributee—the granddaughter in the example given 
—while the credit provision tends to produce the same result as if 
the prior decedent—the grandfather in the example—never owned 
the property. To my mind the latter is a greater distortion of the ac- 
tual situation than the assumption that the second decedent never 
owned the property. In some cases that would be the actual situation 
—the father dying after the grandfather but before actually coming 
into possession of the property—whereas it can never be true that 
the first decedent did not own the property. 

Speaking in general terms, under the old method the son’s estate 
would have received a deduction for the value of the property in- 
herited from his father, value being considered as the lesser of the 
value at the father’s death and the value at the son’s death. Under 
the new provision, the tax on the son’s estate is credited with the tax 
assessed against his father’s estate, but the credit is limited to the 
reduction in tax that would result if the value of the transferred 
property at the date of the father’s death ® were subtracted from the 
son’s estate. (Because of this limitation, the legislative committees 
apparently thought that the credit ‘‘can never be larger than if the 
current decedent had not received the property.’’ So the Committee 
Reports state.* However, as will be shown later in Exampte 2-D, it is 
possible for the tax on the current decedent’s estate to be lower than 
if he had never received the property.) 

The legislative committees apparently felt that it was wrong to 
measure the benefits by the rate of tax applicable to the current dece- 
dent’s estate as was done under the deduction provision,’ but since 
the burden is also measured by the rate applicable to the current de- 
cedent’s estate, I do not see any vice in measuring the benefit by the 
brackets of that estate, bearing in mind that the benefit did not ex- 
tend to any appreciation in value of the property between the two 
deaths and that any decline in value between the two deaths reduced 
the benefit. Under the 1954 Code the credit also does not extend to 


SIf the transferred property had been valued at an optional valuation date in the 
father’s estate, the value at the optional date would control. 

6 S.Rep. No. 1622, 83d Cong., 2d Sess. 121 (1954). The Committee Report discussions of 
the new provision may be found at H.R. Rep. No. 1337, 83d Cong., 2d Sess. 89-90, A309- 
313 (1954), and S.Rep. No. 1622, id. at 121-122, 463-467. 

7 Ibid. 
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any appreciation in value of the property, but the credit is not re- 
duced on account of any decline in the value of the property.® 

Regardless of whether the deduction is better than the credit or 
vice versa, the legislators have adopted the latter and we have to live 
with it. Moreover, for a number of reasons, which will be developed 
later, the credit will be allowable to many more estates than was the 
previous deduction, so that it has assumed a greater importance than 
the prior provision. The new provision, which is available only to 
estates of decedents who died on or after August 17, 1954 (with one 
exception °), does operate on the whole more equitably than the old, 
but as I have indicated, it is every bit as complicated. 

As in the case of the 1939 Code deduction provision, certain condi- 
tions must be satisfied before the 1954 Code credit is allowable, and 
certain limitations upon the amount of the credit are imposed. 


I. Conprrions Wuicu Must Bz SatisFiep BEerorE 
Crepit Is ALLOWABLE 


Section 2013 and the Proposed Regulations promulgated there- 
under ’° require that the following conditions be met before the estate 
of the current decedent can qualify for the credit: 

A. Property must have been transferred to the present decedent 
by another decedent who died within ten years prior or two years 
subsequent to the death of the present decedent." 

B. Since one of the criteria for measuring the credit is the tax 
paid with respect to the transferred property by the estate of the 
other decedent (designated by the statute as the ‘‘transferor’’), such 
estate must have been subject to at least a gross ** federal estate tax, 
and the transferred property must have been included as part of the 
other decedent’s gross estate.”* 

Comparison with the prior provision will disclose that there are 


8 See EXAMPLE 2-D infra. 

9 By virtue of an amendment to the 1939 Code (Pub. L. No. 417, 85th Cong., 2d Sess. 
(Feb. 20, 1956), adding section 814 to the 1939 Code), the executor of the estate of a 
decedent, who died after December 31, 1951 and before August 17, 1954 and who was the 
transferee of property from a spouse who predeceased the decedent by not more than two 
years, may elect to take the credit rather than the deduction. Presumably this provision 
was enacted to cover a particular situation where the old deduction would not have been 
valuable but the new credit would be. 

10 Proposed Sec. 20.2013-1 to 6, inclusive (1956). 

11 I.R.C. § 2013(a) (1954) ; Proposed Reg. Sec. 20.2013-1(a) (1956). 

12 The credit measured by the tax paid by the other decedent’s estate is a proportion of 
the tax incurred by that estate before reduction on account of credits for gift tax, etc. See 
discussion p. 12 infra. ; 

13 Ibid. ; also Proposed Reg. Sec. 20.2013-5(b) (1956). 
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fewer conditions to the allowance of the credit than there were for 
the allowance of the deduction.** However, as will be seen, the com- 
putation of the credit will be just as complex and in some instances 
more so. Moreover, the credit (limited as described below) will not be 
allowed in full if the interval between the deaths of the present dece- 
dent and the prior decedent (transferor) exceeds two years. If the 
transferor died more than two years earlier than the present dece- 
dent, only the following percentages of credit (so limited) will be 
allowable: 

80 per cent if the present decedent died more than two years but 
not more than four years after the first decedent. 

60 per cent if the present decedent died more than four years but 
not more than six years after the first decedent. 

40 per cent if the second decedent died more than six years but 
not more than eight years after the first decedent. 

20 per cent if the present decedent died more than eight years 
but not more than ten years after the first decedent. 


Since there is no longer a requirement, as there was under the de- 
duction allowance, that the prior decedent shall not have received a 
similar allowance—this is one of the reasons why the credit provi- 
sion will be available to more estates than was the deduction provi- 
sion—it is possible for property to pass through a number of succes- 
sive estates without the payment of any federal estate tax. Thus, if 
A died leaving property to his brother B, and B died within two years 
of A, leaving property to brother C, who died within two years of B, 
leaving property to D, who died within two years of C, it is possible 
that only one estate tax would be payable, that on A’s estate.® This 
seems to go further than equity requires. While I did not believe that 
the deduction should be disallowed merely because the prior dece- 
dent had received a comparable deduction, I felt that there should 
never be a 100 per cent deduction, and I feel equally that there should 
never be a 100 per cent credit."” 


14 Under the prior statute six conditions had to be satisfied. See Rudick, supra note 1, at 
762 et seq. 

15 T.R.C. § 2012(a) (1954) ; Proposed Reg. Sec. 20.2013(¢) (1956). The latter Regula- 
tion states that if the second decedent dies on the anniversary of the first decedent’s death, 
the second death is within the anniversary period. Thus, if the second decedent died on the 
second anniversary of the first decedent ’s death, the percentage reduction would not apply. 
It further states that if the credit relates to property received from two or more transferors, 
the limitation described infra, which is measured by the transferee’s estate, is computed 
separately with respect to the property received from each transferor. See EXAMPLE 2-C 
infra p. 22. 

16 The reason why this is possible is explained infra pp. 12, 13. 

17 See Rudick, supra note 1, at 786-787. 
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Now the problems arising under the two conditions mentioned 
above will be considered. 


A. TRANSFER TO A DeEcEDENT Wuo Dies BErore THE TRANSFEROR 


It will be noted that the credit may be allowable under certain con- 
ditions even where the present decedent has predeceased the trans- 
feror (by not more than two years).’* (This is a second reason why 
the credit will be allowed to more estates than was the deduction.) 
Relief would thus be allowed in the situation where property trans- 
ferred to the present decedent during the lifetime of the transferor 
is nevertheless included in the transferor’s gross estate. For exam- 
ple, suppose A, in contemplation of death,’® makes a gift to B. The 
gift is includible in A’s gross estate. B dies within two years before 
A, B’s estate is entitled to a credit for the tax imposed against A’s 
estate on the gift property.”® The result is thus the same as if A had 
predeceased B, and to that extent it appears reasonable. However, 
it appears to have been ignored that in both situations A’s estate will 
receive a credit for the gift tax paid by A with respect to the gift and 
that, as will appear later, this gift tax credit is disregarded in com- 
puting the credit for tax paid by A’s estate on the prior transfer. The 
effect, therefore, is that a double credit is allowed, once for the gift 
tax (to A’s estate) and again for the prior taxed transfer (to B’s 
estate). Yet the policy of the present credit provision is not to allow 
a prior taxed transfer credit for gift, as distinguished from estate, 
tax." If the gift by A had not been in contemplation of death, no 
credit would be allowable to B’s estate, for the reason that the prop- 
erty would not be includible in A’s gross estate. 

Thus the statute in its present form produces the incongruous re- 
sult that a gift in contemplation of death may produce a lower aggre- 
gate transfer tax cost than a gift not in contemplation of death.” For 
this reason, it will still be possible under the credit provision, as it 


18 This provision was added by the Senate Finance Committee (S.Rep. No. 1622, 83d 
Cong., 2d Sess, 122 (1954) ). 

19 To be treated as such, the transfer would, under the 1954 Code, have to be made 
within the three years prior to the transferor’s death. I.R.C. § 2035(b) (1954). 

20 §.Rep. No. 1622, 83d Cong., 2d Sess. 122 (1954). 

21 Ibid. Under the old provision the deduction was allowed where the prior transfer was 
subject either to gift tax or estate tax, so that where a transfer was subject to both, a 
double credit was possible. See Estate of Hart, 2 T.C. 1246 (1943), discussed in Rudick, 
supra note 1, at 777, where there were in effect three transfers with but one tax. The Tax 
Court acknowledged that the result ‘‘may seem strange’’ but said that if the situation 
needed correction, the legislature would have to do it. This was one of the corrections I 
suggested. Id. at 786. 

22 This is demonstrated in EXAMPLES 1-A and 1-D infra pp. 17, 18. 
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was under the old deduction provision, for the anomalous situation 
to arise whereby the executor of the estate of the transferor would 
assert—and the Government would deny—that a gift by the trans- 
feror was made in contemplation of death.** 

What has just been said applies not merely to transfers by a trans- 
feror who dies after the current decedent, but also to transfers by a 
transferor who predeceases the current decedent, and perhaps be- 
longs under a different heading than ‘‘Transfer to a decedent who 
dies before the transferor.’’ The extension of the credit to the latter 
situation (provided the transferor dies not more than two years * 
earlier) may have grown out of the situation which arose in Estate 
of Yantes.** In that case, a mother created an irrevocable trust with 
the income payable to herself for life. Her son was given a secondary 
life estate and a general power of appointment over the remainder. 
The son died in 1949 and exercised the power of appointment. The 
value of the corpus less the value of the mother’s life estate was in- 
cluded in the son’s gross estate. The mother died a year later, and 
the Court properly held that her estate was not entitled to a property 
previously taxed deduction. Thus the trust property was taxed twice 
within a period of less than two years. 

Under the 1954 Code, the son’s estate would receive a credit with 
respect to the tax imposed on the mother’s estate, but for the reasons 
stated above in connection with a transfer in contemplation of death, 
it would seem that the statute goes further than it should. The dou- 
ble tax is not the result solely of fortuitous circumstances, that is, 
the double deaths, but the result also of the inter vivos gift. The heirs 
have already been rewarded tax-wise as a result of the gift—if only 
by the depletion of the transferor’s estate by the gift tax—and 
should not be rewarded further by reason of the inter vivos trans- 
fer.*° 


B. Meaninc or ‘‘ PRopErtY’’ AnD ‘‘ TRANSFER’’ 


The statute allows credit for the tax paid by the previous (or sub- 
sequent) estate with respect to the ‘‘transfer of property (including 
property passing as a result of the exercise or nonexercise of a 
power of appointment),’’ and it defines ‘‘property’’ as including 


28 Rudick, supra note 1, at 775. 

24 The period was limited to two years to avoid ‘‘undue administrative difficulties.’’ 
8.Rep. No. 1622, 83d Cong., 2d Sess. 121 (1954). See also ALI, op. cit. supra note 3, at 256, 

25 21 T.C. 830 (1954), aff’d, 220 F.2d 754 (6th Cir. 1955). 

26 ALI, op. cit. supra note 3, at 356, disagrees with this view. 
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‘*any beneficial interest in property, including a general power of ap- 
pointment (as defined in Section 2041).’’ 7 

Since the current decedent’s estate qualifies for the credit if any 
property was transferred to the decedent by the other decedent, re- 
gardless of whether the transferred property or its avails was still 
in the possession of the current decedent at the time of his death, the 
credit provision will be allowable to many more estates than was the 
deduction allowance. Under that allowance the previously taxed 
property must have been includible in the gross estate of the second 
decedent, or else it must have been possible to ‘‘trace’’ the original 
property into other property includible in his gross estate. Thus, if 
A died leaving Blackacre to B, the deduction would not have been al- 
lowable to B’s estate unless B still owned Blackacre at death, or if he 
had sold it, the proceeds could be traced into other property held by 
B at B’s death.”® 

Under the current statute ‘‘tracing’’ is no longer required. It is 
merely necessary that the present decedent should have been a trans- 
feree of property from the other decedent.”® Thus, if A died leaving 
B the right to receive the income from a trust, the value of B’s right 
to receive such income would be treated as a transfer from A to B, 
and B’s estate—assuming B died within the requisite period—would 
be entitled to credit for the tax paid by A’s estate on that income in- 
terest. This goes considerably beyond the old provision and opens up 
the availability of the credit to many estates which could not have 
availed themselves of the deduction. (Under the old provision no de- 
duction would have been allowable to B’s estate, for the reason that 
the income interest, expiring on B’s death, would not have been in- 
cludible in B’s gross estate.) The allowance of the credit to B’s estate 
for his income interest will correspondingly cut down the credit to 
the remainderman if the latter dies within the requisite interval 
from the other decedent’s death.*® In valuing life income interests 
where life tenant’s physical condition is such that it is fairly certain 
he will not live out the normal expectancy indicated by mortality ta- 
bles (and in valuing the corresponding remainder interests), one 
would assume that the Treasury and the courts will apply the rule 
established by cases such as Estate of John P. Hoelzel*™* and Es- 


27 I.R.C. § 2013(e) (1954). 

28 Rudick, supra note 1, at 767 et seq. 

29 It is also no longer necessary that the property be situated in the United States. This 
requirement of the prior provision made no sense. See Rudick, supra note 1, at 777; ALI, 
op. cit. supra note 3, at 254. 

30 See Proposed Reg. Sec. 20.2013-4(a), Example (2) (1956). 

30° 28 T.C, No. 41 (1957). 
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tate of Nicholas Murray Butler *” and hold that the actual period 
of enjoyment of the income will determine the value of the income 
estate. 

The availability of the credit to the estates of decedents who have 
received merely income interests may easily be overlooked. Some ex- 
ecutors would erroneously assume that since the income interest is 
not includible in B’s estate, credit is not available. This would be par- 
ticularly likely where B’s income interest terminated prior to B’s 
death. 

Since the property must be a ‘‘ beneficial’’ interest, it would not in- 
clude an ‘‘interest in property consisting merely of a bare legal title 
such as that of a trustee,’’ *‘ nor would it include a power of appoint- 
ment which is not a general power of appointment (as defined in sec- 
tion 2041).*? The Regulations give as examples of property which 
would qualify ‘‘annuities, life estates, estates for terms of years, 
vested or contingent remainders and other future interests.’’ How- 
ever, an interest which was not susceptible of valuation at the time of 
the other decedent’s death is considered to have no value and hence 
will not qualify.* 

The following example is given in the Regulations: ** 

A devises Blackacre to B, as trustee, with directions to pay the income 
therefrom to C, his son, for life. Upon C’s death, Blackacre is to be sold. 
C is given a general testamentary power to appoint one-third of the pro- 
ceeds, and a testamentary power, which is not a general power, to appoint 
the remaining two-thirds of the proceeds, to such of the issue of his sister 
D as he should choose. D has a daughter, E, and a son, F. Upon his death, 
C exercised his general power by appointing one-third of the proceeds to 
D and his special power by appointing two-thirds of the proceeds to E. Since 
B’s interest in Blackacre as a trustee is not a beneficial interest, no part of 
it is ‘‘property’’ for purpose of the credit in B’s estate. On the other hand, 
C’s life estate and his testamentary power over the one-third interest in the 
remainder constitute ‘‘property’’ received from A for purpose of the credit 
in C’s estate. Likewise, D’s one-third interest in the remainder received 
through the exercise of C’s general power of appointment is ‘‘property’’ 
received from C for purpose of the credit in D’s estate. No credit is allowed 
E’s estate for the property which passed to her from C, since the property 
was not included in C’s gross estate. On the other hand, no credit is allowed 
in E’s estate for property passing to her from A since her interest was not 
susceptible of valuation at the time of A’s death (see § 20.2013-4). 


The deletion of the tracing requirement and the qualification of in- 
terests in property which would of themselves not form part of the 


80> 18 T.C, 914 (1952). 

81 Proposed Reg. Sec. 20.2013-5 (1956). 

82 Ibid. 

88 Proposed Reg. Sec. 20.2013-4 and 5(c) (1956). 
84 Ibid, 
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current decedent’s gross estate, such as annuities, estates for years, 
etc., constitute other reasons why the credit will be available to many 
more estates than was the old deduction. Elimination of the tracing 
requirement will permit a credit even where the current decedent has 
squandered or lost or given away all of the property acquired from 
the other decedent and has later built up an estate of his own. It 
seems wrong that relief should be granted in this situation, but the 
statute clearly grants it.” 

The term ‘‘transfer’’ is interpreted broadly by the Regulations as 
‘‘any passing of property or interest in property under circum- 
stances which were such that the property or interest was included 
in the gross estate’’ of the other decedent, that is, the transferor.** 
The Regulations further provide: ** 


In this connection, if the decedent receives property as a result of the 
exercise or nonexercise of a power of appointment, the donee of the power 
(and not the creator) is deemed to be the transferor of the property if the 
property subject to the power is includible in the donee’s gross estate under 
section 2041 (relating to powers of appointment). Thus, notwithstanding the 
designation by local law of the capacity in which the decedent takes, prop- 
erty received from the transferor includes interests in property held by or 
devolving upon the decedent: (i) as spouse under dower or curtesy laws or 
laws creating an estate in lieu of dower or curtesy ; (ii) as surviving tenant of 
a tenancy by the entirety or joint tenancy with survivorship rights; (iii) as 
beneficiary of the proceeds of life insurance; (iv) as survivor under an an- 
nuity contract; (v) as donee (possessor) of a general power of appoint- 
ment (as defined in section 2041) ; (vi) as appointee under the exercise of 
a general power of appointment (as defined in section 2041); or (vii) as 
remainderman under the release or nonexercise of a power of appointment 
by reason of which the property is included in the gross estate of the donee 
of the power under section 2041. 


Under the old deduction provision the credit was not available un- 
less the other decedent’s estate paid a federal estate tax with respect 
to the transferred property. Under the new credit provision it is suf- 
ficient that a gross federal tax liability was incurred by the trans- 
feror’s estate, and it is possible for the transferee’s estate to receive 
a credit even though the transferor’s estate owed no net tax (because 
the credits for gift tax and prior taxed transfers equalled the gross 
estate tax). The reason for this is that the credit is a proportion of 
the transferor’s estate tax before reduction on account of such cred- 
its. Presumably, as under the deduction provision, the credit will not 
be allowed unless there has been a final determination of the tax in 


35 ALT, op. cit. supra note 3, at 254. 
86 Proposed Reg. Sec. 20.2013-5(b) (1956). 
87 Ibid. 
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the other decedent’s estate, and the net tax (if any) so determined 
has been paid. 


II. CompuTaTION OF THE CREDIT 


Subject to a limitation (discussed below) measured by the estate 
of the current decedent (the transferee), the credit is that propor- 
tion of the federal estate tax on the transferor’s estate which the 
value of the transferred property bears to the taxable estate of the 
transferor reduced by any death taxes paid by the transferor’s estate 
and increased by the specific exemption ($60,000 for citizens and resi- 
dents ; $2,000 for non-resident aliens except where treaty provisions 
allow a greater amount).** For the purpose of this computation the 
estate tax of the transferor is considered as the tax paid by the trans- 
feror’s estate plus (as indicated earlier) any credit allowed to that 
estate for gift taxes and plus any credit allowed to that estate for the 
tax on prior transfers where the prior transferors acquired prop- 
erty from another person who died within ten years prior to the 
death of the current decedent.* Stated differently, the credit is a per- 
centage of the gross federal estate tax of the transferor after reduc- 
tion by (a) the credits for state and foreign death duties and (b) the 
credit for tax on prior transfers if the prior transferors died more 
than ten years earlier than the current decedent but before reduction 
by (c) the credit for gift taxes and (d) the credit for tax on prior 
transfers if the prior transferors did not die more than ten years 
earlier than the current decedent. 

The fact that the credit is a percentage of the transferor’s estate 
tax before reduction on account of the credit allowed the transferor’s 
estate for prior transfers to the transferor—provided the prior 
transferor’s transferor died not more than ten years before the cur- 
rent decedent—results in the allowance to the estate of the current 
decedent of credit for not only tax paid by the transferor’s estate 
with respect to property transferred to the current decedent by the 
transferor, but also for tax paid by the transferor’s transferor on 
property transferred by the latter to the transferor. 

For instance, if A transferred $300,000 to B and died April 1, 1953, 
and B transferred $200,000 to C and died April 1, 1955, and C died 
April 1, 1957, C’s estate will receive credit not only for part of the tax 
paid by B’s estate but also for part of the tax paid by A’s estate. In 


38 T.R.C. § 2013(b) (1954). It will be noted that the credit is available to non-resident 
alien estates as well as to the estates of citizens and residents. 
39 Ibid. 
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effect, it is presumed that the property transferred by B to C came, 
to the extent possible ($200,000), out of the property transferred by 
A to B. Moreover, the percentage reduction required where the in- 
terval between the deaths exceeds two years is measured by the in- 
terval between the deaths of the current decedent and his immediate 
transferor rather than by the period from the death of the transfer- 
or’s transferor. Thus, in the example given, C’s estate will receive 
100 per cent of the credit with respect to tax paid by A’s estate, not- 
withstanding that A died four years earlier than C.*° 

The computation of the credit will be illustrated and further ex- 
plained under the next heading, but before undertaking this the fol- 
lowing general statement of the limitation measured by the current 
decedent’s estate should be noted. The credit may not exceed the re- 
duction in tax of the current decedent’s estate which would result 
from excluding the value of the transferred property from that 
estate. (In computing this limitation, certain adjustments are re- 
quired which are described infra.) 

Thus the credit is limited to the smaller of the following 
amounts: 41 

1. The federal estate tax attributable to the transferred prop- 
erty in the transferor’s estate. This is referred to in the Regulations 
as the ‘‘ first limitation.’’ * 

2. The federal estate tax attributable to the transferred prop- 
erty in the current decedent’s estate (or where the property is not 
in fact a part of the current decedent’s gross estate, the tax that 
would be attributable to the property if it were assumed that it is in- 
cluded in the current decedent’s estate). This is referred to in the 
Regulations as the ‘‘second limitation.’’ * 

For purposes of computing both limitations, the property is valued 
at the amount fixed in determining the federal estate tax liability of 
the transferor’s estate, but this value must be reduced in the follow- 
ing situations : ** 

a. If the current decedent had to bear the burden of any death duty 
with respect to the property transferred to him, the value of the 
property must be reduced by the amount so borne.* Thus, if by virtue 
of the transferor’s Will or local law, all death taxes with respect to 
the transferor’s estate are to be paid out of property other than that 


40 This result is criticized and a change proposed in ALI, op. cit. supra note 3, at 258. 
41 Proposed Reg. Sec. 20.2013-1(b) (1956). 

42 Proposed Reg. Sec. 20.2013-2 (1956). 

48 Proposed Reg. Sec. 20.2013-3 (1956). 

44 L.R.C. § 2013(d) (1954) ; Proposed Reg. Sec. 2013-4(b) (1956). 

45 T.R.C. § 2013(d) (1954). 
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transferred to the current decedent, no reduction of value is required 
on account of death tax.* 

b. If the transferred property was encumbered or the current de- 
cedent incurred an obligation with respect to the property, the value 
of the property must be reduced by such encumbrance or obligation 
to the same extent such encumbrance or obligation would be taken 
into account in determining the amount of gift of such property to 
the current decedent.** 

ce. If the current decedent was the spouse of the transferor, the 
value of the property must be reduced by the marital deduction al- 
lowed to such transferor’s estate.** 

Presumably, the object of these adjustments is to allow credit with 
respect to the net taxable property passing to the current decedent, 
€.g., property devised to the current decedent subject to a mort- 
gage,* or property which was immune because it qualified for the 
marital deduction in the estate of the transferor, and in the case of 
the adjustment for death taxes, to compensate for the fact that assets 
of the transferor’s estate devoted to the payment of death taxes can- 
not again be taxed in the estate of the transferee. (The fraction which 
measures the proportion of the transferor’s estate tax allowable as 
a credit has as its denominator that part of the estate actually pass- 
ing to beneficiaries, 7.e., the estate reduced by all death taxes, and 
hence the numerator should correspondingly be the amount actually 
passing to the current decedent, i.e., after reduction by his share of 
death taxes.) 

The first two of the three adjustments will eliminate litigation of 
the type which arose under the prior provision where the second de- 
cedent was a residuary legatee of the first decedent and died before 
debts, expenses, and taxes of the first decedent’s estate had been 
completely discharged. The issue in these cases was whether the sec- 
ond decedent obtained a property previously taxed deduction for 
the gross estate remaining at the death of the second decedent or 
whether this gross estate had to be reduced by the remaining debts, 
expenses, and taxes of the prior estate.®° The question also arose in 
cases where part or even all of the first decedent’s estate had been 
distributed to the second decedent and debts, expenses, or death du- 


46 Proposed Reg. Sec. 20.2013-4(b) (1) (1956). 

47 I.R.C. § 2013(d) (2) (1954). 

48 T.R.C. § 2013(d) (3) (1954). 

49 Another example would be a bequest charged with an annuity. In such a case the an- 
nuitant’s estate would be able to claim credit with respect to the value of the annuity, and 
hence the credit of the estate of the legatee should be correspondingly reduced. 

50 Rudick, supra note 1, at 763-764. 
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ties applicable to the property previously taxed were discharged 
either (a) out of income rather than principal of the first decedent’s 
estate or (b) by the second decedent (or the second decedent’s 
estate).°' The decisions on the questions were not uniform.®* How- 
ever, there may still be a controversy as to whether what the second 
decedent acquired from the first was acquired as a creditor or as a 
legatee.™ If the second decedent received the property in satisfaction 
of a deductible claim against the transferor or his estate, no tax has 
in effect been paid by the transferor’s estate on the property, and no 
credit should be allowed to the second decedent’s estate. 

The purpose of the third adjustment is to prevent allowance of the 
credit where in fact no tax has been paid. In effect, no tax is paid with 
respect to that portion of the transferor’s estate which qualifies for 
the marital deduction, and hence no credit should be allowed with re- 
spect thereto. The prior provision which disallowed a deduction with 
respect to inter-spouse transfers produced inequitable results in that 
it denied any deduction even where part of the transferred property 
was subject to a dual tax. The present provision cures this inequity 
by allowing credit for that part of the estate of the transferring 
spouse which passes to the transferee spouse without benefit of the 
marital deduction. 


1. The First Limitation 
The first limitation may be expressed in terms of an equation as 
follows: 
(a) Value of Transferred 
Property (c) Transferor’s Adjusted 
(b) Transferor’s Adjusted . Federal Estate Tax—Credit 


Taxable Estate 


The terms of this equation will now be defined. 
(a) Value of transferred property. As previously stated, this 





51 Id. at 764 et seq. 

52 Ibid. In Comm’ v. Garland, 136 F.2d 82 (1st Cir. 1943), where obligations of the first 
decedent were discharged out of income of his estate, a deduction was claimed and allowed 
in an amount greater than the value (at the time of the first decedent’s death) of the sec- 
ond decedent’s interest in the first estate. However, in Central Hanover Bank & Trust Co. v. 
Comm’r, 159 F.2d 167 (2d Cir. 1947), cert. denied, 331 U.S. 836, where the second decedent 
discharged the first decedent’s obligations after receiving distributions from the first de- 
cedent’s estate, the Court denied a deduction for more than the net value of the first dece- 
dent’s estate and refused to follow the theory of the Garland case. The latest case is Bank 
of America v. United States, 237 F.2d 942 (9th Cir. 1956). It follows the views of the Court 
of Appeals for the Second Circuit in the Central Hanover case. 

58 Rudick, supra note 1, at 767. 

54 Proposed Reg. Sec. 20.2013-2(a) (1956). 
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means the value of the property used in determining the estate tax 
liability of the transferor’s estate (reduced as indicated above, how- 
ever, where the property was encumbered or the transferee bore the 
burden of any part of the death taxes on the transferor’s estate or 
the transferee was the spouse of the transferor). Here difficulty will 
arise if in fixing the liability of the transferor’s estate a question was 
left open with respect to the value of the transferred property. For 
example, assume that a controversy covered numerous items in the 
transferor’s estate, including the transferred property, and that a 
compromise of total liability was effected which was not based upon 
any specific valuation of the transferred property. In such situations 
it may be difficult, if not impossible, to prove the value fixed for the 
transferred property in the transferor’s estate.® In view of this pos- 
sibility, care should be exercised in compromising estate tax liability 
of the transferor’s estate where there is any possibility of a prior 
taxed transfer credit in a succeeding estate. 

(b) Transferor’s adjusted taxable estate. This means the trans- 
feror’s taxable estate (or net estate as it was termed under the 1939 
Code) decreased by any death tax (of whatever kind and by what- 
ever taxing jurisdiction imposed) paid ™ with respect to such es- 
tate and increased by the specific exemption allowed to that estate. 
(Death taxes would, of course, include inheritance and succession 
duties as well as estate tax.) As previously indicated, the specific ex- 
emption depends upon citizenship and residence of the transferor at 
the time of his death. In the case of a citizen or resident of the United 
States, it would be $60,000; in the case of a non-resident alien, it 
would be $2,000 or ‘‘such higher amount as may have been allowed 
as an exemption pursuant to the prorated specific exemption provi- 
sions of an applicable death duty convention.’’ *” 

(c) Transferor’s adjusted federal estate tax. This means the fed- 
eral estate tax paid with respect to the transferor’s estate increased 
by (1) any credit allowed the transferor’s estate for gift tax and (2) 
any credit allowed the transferor’s estate under section 2013 for tax 
on prior transfers ‘‘but only if the transferor acquired the property 
from a person who died within ten years before the death of the pres- 
ent decedent.’’ °* 

The fraction (a)/(b) may be stated as (a) the net taxable amount 
inherited by the current decedent (the transferee) less tax borne by 
~ 55 Somewhat similar difficulties arose under the old provisions. See Rudick, supra note 1, 


at 773-774. 
56 This means the net amount paid, t.e., after reduction by all credits. 
57 Proposed Reg. Sec. 20.2013-2(¢) (1956). 
58 Proposed Reg. Sec. 20.2013-2(b) (1956). 





1 A 


oO 


we eee OUTS sO 





1957] ESTATE TAX CREDIT FOR PRIOR TRANSFERS 17 


him thereon over (b) the net taxable amount inherited by all the ben- 
eficiaries of the prior decedent’s (transferor’s) estate less net taxes 
imposed thereon. This fraction of item (c) of the equation is the max- 
imum credit under the first limitation; and this credit must be re- 
duced by the specified percentage if the interval between the deaths 
of the transferor and transferee is more than two years. 

The following example will illustrate the computation of the credit 
under the first limitation : 


EixaMP.e 1-A *° 

(1) PD in 1949 transferred to D (not his spouse) as a gift in con- 
templation of death Blackacre, valued at that time at $100,000. D 
died within ten years after PD. 

(2) With respect to this gift PD paid a gift tax of $20,000. 

(3) PD died on December 1, 1953, leaving a gross estate of $1,000,- 
000. 

(4) Included in such gross estate was Blackacre, valued at $200,- 
000. Blackacre was unencumbered, and D bore no part of the death 
tax or any other obligation owing or paid by PD’s estate. 

(5) The deductions allowable to PD’s estate (administration ex- 
penses, debts, charitable bequests, marital deduction, ete.) amounted 
to $190,000. 

(6) PD was a citizen of the United States and his estate, there- 
fore, was allowed a specific exemption of $60,000. 

(7) PD’s taxable estate (item (3) less items (5) and (6)) was 
$750,000. 

(8) The gross federal estate tax on PD’s estate was $233,200. 

(9) The gross tax was reduced by (a) credit for state death taxes 
(the maximum amount permissible) $23,280; (b) credit for gift tax 
paid on the gift of Blackacre, $20,000. 

(10) The net federal estate tax payable (item (8) less item (9) 
(a) and (b)) was $189,920. 

(11) The total death taxes payable (items (9)(a) and (10)) 
amounted to $213,200. 

The credit under the first limitation will be 
$200,000 (item (4), value of $209,920, transferor’s 
property transferred) adjusted federal es- 
rs mail ~, * tate tax (item (10) 
$596,800, transferor’s adjust ; 
ed taxable estate (item plus item (9) (b)) 

(6) plus item (7) minus 
item (11)) 
59 The example is a modification of Example (1) of Proposed Reg. Sec. 20.2013-6 (1956). 


—$70,348.53 
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Exampte 1-B 

If Blackacre had been subject to a mortgage of $50,000, the value 
of the transferred property would be $150,000, the adjusted taxable 
estate would be reduced by $50,000 and the adjusted federal estate 
tax would have been smaller. Since both the fraction and the base to 
which it would be applied would be smaller, the credit itself would 
have been smaller. 


EXAMPLE 1-C 


If the property had been unencumbered but D had been the spouse 
of PD, the value of the transferred property would be cut down by 
the amount of the marital deduction allowed in PD’s estate. Thus, if 
the marital deduction was $50,000, both the enumerator and the de- 
nominator of the fraction would be cut down by $50,000 and the re- 
sulting credit would be precisely the same as in Examp.e 1-B. 


ExamMp.e 1-D 


If the gift of Blackacre had not been made in contemplation of 
death, the credit under the first limitation would have been zero, for 
the reason that Blackacre would not have been included in PD’s 
gross estate and no estate tax would have been paid with respect 
to it. 

* * * * 

Where the decedent has been the recipient of property from two 
or more transferors whose estates paid tax with respect to the trans- 
ferred property, the first limitation is computed separately with re- 
spect to the property received from each transferor.” Thus, if D in 
addition to receiving a gift of Blackacre from PD in contemplation 
of death had also been the transferee of property from PD-2 who 
died within ten years prior to D, two separate computations would 
be necessary under the first limitation. 


2. The Second Limitation 


An understanding of the second limitation, that measured by the 
estate of the present decedent, is not helped by stating it in the form 
of an equation.” It limits the credit to the excess of (a) the net estate 
tax otherwise payable, i.e., without credit for the tax on prior trans- 
fers,” over (b) the net estate tax that would be payable (again with- 


60 Proposed Reg. Sec. 20.2013-2(d) (1956). 

61 Proposed Reg. Sec. 20.2013-3(a) (1956) does not state it in the form of an equation. 

62 And in the case of a non-resident alien estate, the credit for foreign death tax claimed 
under the provisions of a death duty convention, 
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out credit for the tax on prior transfers) if there is subtracted from 
the present decedent’s estate the value (adjusted as in the case of 
the first limitation) of the transferred property. However, in com- 
puting (b), a further adjustment must be made if a charitable de- 
duction is allowable to the present decedent’s estate. The required 
adjustment is that the charitable deduction otherwise allowable is 
reduced in the proportion that (1) the value (adjusted, where neces- 
sary) of the transferred property bears to (2) the value of the pres- 
ent decedent’s gross estate reduced by the deductions allowable 
under sections 2053 (expenses, indebtedness, and state death taxes 
payable on charitable bequests) and 2054 (casualty and theft losses 
during the period of administration). ® (Application of this adjust- 
ment will be shown in an example of the second limitation given be- 
low.) Presumably the reason for this adjustment is that unless it is 
made, there is in effect a double credit—at least in part—once by 
subtraction of the transferred property and again by subtraction 
of a charitable transfer which may or could have been satisfied out 
of the transferred property. 

Quaere: Why would not the same reasoning dictate cutting down 
the subtraction by a pro rata part of all deductions and the exemp- 
tion? ** Thus, if by reason of deductions and the exemption, only 
two-thirds of the gross estate is taxed, why should not the subtrac- 
tion for transferred property be cut by one-third in computing the 
second limitation? At any rate, under the present provision a char- 
itable bequest by the transferee may have the effect of cutting down 
the credit for prior taxed transfers and thus reducing the patrimony 
of his heirs. If he were willing to forego income, the transferee could 
avoid the adjustment for his estate by substituting an inter vivos 
transfer to charity for the bequest.® Quaere: If the purpose of the 
inter vivos transfer was to avoid the estate tax adjustment and if 
the transfer were made within three years prior to death, could the 
Treasury successfully assert that it was made ix contemplation of 
death and thus defeat the purpose? 

If a credit for tax on prior transfers is claimed with respect to 
property received from two or more transferors, the property re- 
ceived from all such transferors is first aggregated in determining 
the second limitation, and the limitation so determined is then ap- 


63 In the case of a non-resident alien estate (2) would be the gross estate less the deduc- 


tion allowed under section 2106(a) (1) (1954). 
64 Similar adjustments were required under the old provision. See Rudick, supra note 1, 


at 780 et seq. 
65 Such action, however, would have the effect of reducing the maximum marital deduc- 


tion. 
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portioned to the property received from each transferor in the ratio 
that the property received from such transferor bears to the total 
property received from all transferors.® An illustration of the appli- 
cation of this rule will be shown in the example given below. 

The computation of the second limitation has been criticized * on 
the ground that it is illogical and unduly liberal. Unlike the first 
limitation, which measures the credit by the average rate of tax ap- 
plicable to the transferor’s taxable estate, the second limitation is 
measured by the highest rates of tax applicable to the transferee’s 
taxable estate. In other words, the second limitation assumes that 
the value of the transferred property has been subjected to the top 
brackets reached by the transferee’s estate instead of the average 
rate. This criticism is sound. If it is correct to gauge the tax paid by 
the transferor’s estate on the transferred property by the average 
rate applicable to the transferor’s estate, it seems equally correct to 
compute the tax payable by the transferee’s estate by the average 
rate imposed on that estate. Thus, if the transfer constituted ten per 
cent of the total sum passing to distributees of the decedent, the 
credit under the second limitation should be ten per cent of the net 
estate tax on the decedent’s estate (before reduction by the credit). 
If this were done, it would be unnecessary to make any adjustment 
for charitable bequests by the current decedent (or for any other de- 
ductions), and it would be also unnecessary to apportion the limita- 
tion among two or more transferors.® 
The following examples will illustrate the computation of the sec- 
ond limitation : 


EiXaMPteE 2-A 


a. D, referred to in Exampte 1-A, died in March, 1957, leaving a 
gross estate of $750,000. 

b. The deductions allowable to D’s estate under sections 2053 and 
2054 (expenses, debts, etc.) amounted to $40,000. 

e. The only other deductions allowable to D’s estate were charita- 
ble transfers aggregating $150,000. 

d. D was a citizen of the United States, and the exemption allow- 
able to his estate was $60,000. 

e. D’s taxable estate (item a less items b, ec, and d) amounted to 
$500,000. 

f. The gross federal estate tax on D’s estate was $145,700. 


66 See I.R.C. § 2013(¢c) (2) (1954) ; Proposed Reg. Sec. 20.2013-3 (¢) (1956). 
67 ALI, op. cit. supra note 3, at 257. 
68 Ibid. 
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g. The credit for state death taxes payable by D’s estate was 
$12,400. 

(1) The net federal tax payable by D’s estate without credit 

for the prior taxed transfer would be (item f less item g) $133,300. 

(2) The tax that would be payable if there were subtracted 

from D’s gross estate $200,000 and the adjustment required on ac- 

count of the charitable transfers were made would be computed as 
follows: 

(a) Revised gross estate $550,000.00 

(b) Deductions (items bande) andexemption 250,000.00 


(c) Balance $300,000.00 
(d) Adjustment on account of charitable bequests 


$200,00 (value of transferred 


be _ property) es 
$150,000 X $710,000 ($750,000 gross estate ~~ _4%203.52 
less $40,000 deductions under 
sections 2053 and 2054) 





(e) Adjusted taxable estate $342,253.52 
(f) Gross federal tax on adjusted taxable estate $ 95,221.13 
(g) Credit for state death tax 6,872.11 


(h) Net federal tax on adjusted taxable estate $ 88,349.02 


The credit to D’s estate under the second limitation would be the 
excess of (1), $133,300, over (2) (h), $88,349.02, 2.e., $44,950.98. 

Since the credit under the second limitation, $44,950.98, is lower 
than the credit under the first limitation, $70,348.53, the second limi- 
tation applies. 

(3) Credit to D’s estate (adjusted to reflect the interval be- 
tween the two deaths): since D died more than two years but less 
than four years after the death of PD, the credit is reduced to 80 per 
cent of $44,950.98 and becomes $35,960.78. 


EXxamMpteE 2-B 


If D had been the spouse of PD and if the marital deduction al- 
lowed PD’s estate had been $100,000, item (2) (a) of the second limi- 
tation would be computed by increasing the revised gross estate to 
$650,000 (the value of the transferred property would be reduced by 
the $100,000 marital deduction allowed to PD’s estate), and while the 
adjustment on account of the charitable bequests would have been 
smaller, the net tax would have been greater and the excess of (1) 
over (2) would be smaller so that the credit would be smaller. 
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EXxaMPp.eE 2-C 


Assume further that D, in addition to being the transferee of PD, 
as shown in Exampts 2-A, had also been the transferee of PD-2 (also 
not a spouse of D), who died five years earlier than D, that the value 
of the property transferred by PD-2 to D (after required adjust- 
ment) was $50,000 and that the tax paid by the estate of PD-2 with 
respect to the transferred property (computed under the first limita- 
ton) was $10,000. 

The first limitation with respect to the property transferred by 
PD would be as shown above, $70,348.53. The first limitation with re- 
spect to the property transferred by PD-2 would be, as assumed, 
$10,000. 

The second limitation with respect to the aggregate credit for 
prior tax transfers would be as follows: 

(1) The net tax payable on D’s estate computed without credit 
for the prior tax transfers would be as shown, $133,300. 

(2) The net tax that would be payable if there was substracted 
from D’s estate the value of all the prior tax transfers and the re- 
quired adjustment on account of the transfer to charity would be as 
follows: 


(a) Revised gross estate ($50,000 less than in Ex- 


AMPLE 2-A) $500,000.00 
(b) Deductions ; 250,000.00 
(c) Balance $250,000.00 
(d) Adjustment on account of charitable bequest 
1k $250,000 
‘ ) x, SOO J 
$150,000 x $710,000 52,816.90 
(e) Adjusted taxable estate $302,816.90 
(f) Gross federal estate tax on adjusted taxable 
estate $ 82,601.41 
(g) Credit for state death tax 5,610.14 


(h) Net federal tax on adjusted taxable estate $ 76,991.27 


The credit to D’s estate under the second limitation would be the 
excess of (1) $133,300 over (2) $76,991.27, 2.e., $56,308.73. 
The portion of the second limitation attributable to the transfer 


$200,000 


from PD would be 





t- 


— -_ 
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The portion of the second limitation attributable to the transfer 


of PD-2 would be oO 5 $56 308.73 — $11,261.75. 


$250,000 


(3) The credit to D’s estate for the tax on prior transfers (ad- 
justed to reflect the intervals between deaths) would be as follows: 
(a) Credit for tax on transfer from PD, $45,046.98 
(second limitation is lower than first)x 80%—$36,037.58 
(b) Credit for tax on the transfer from PD-2, $10,000 
(first limitation is lower than second)x 60%— 6,000.00 





(c) Total credit for tax on two transfers $42,037.58 


EXxaMPpte 2-D 


Assume PD, a United States citizen, left a taxable estate of 
$500,000, including Greenacre, valued at $200,000, which was devised 
(free of encumbrance and death taxes) to D. The federal estate tax 
on PD’s estate was $145,700 (no other death taxes were payable). 

D, also a United States citizen, died less than two years later, leav- 
ing a taxable estate of $1,000,000, including Greenacre, which was 
valued in his estate at $100,000. The federal estate tax on D’s estate 
before credit for tax on prior transfers was $325,700 (no other death 
taxes were payable). 

The credit under the first limitation would be: 





_ $200,000 0 ie 
$145,700 x $414,300 = $70,094.13 
($500,000 +- $60,000 exemption 
less tax of $145,700) 
The credit under the second limitation would be: 
(1) The tax on D’s estate before credit $325,700 
(2) The tax on D’s estate before credit but excluding 
Greenacre valued at $200,000 251,700 
(3) Excess $ 74,000 


The credit would thus be limited to $70,094.13, and the tax on D’s 
estate after the credit will be ($325,700 less $70,094.13) $255,605.87. 
However, if D had never inherited Greenacre, his taxable estate 
would be $900,000, and the tax thereon would have been $288,700. 
The inclusion in D’s gross estate of $100,000 (the value of Green- 
acre at the appropriate valuation date) results in a credit of about 
$70,000, or twice the tax applicable to the $100,000. Thus the state- 
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ment in the Committee Report ® that ‘‘the credit can never be larger 
than if the current decedent had not received the property”’ is incor- 
rect. For if D had never received Greenacre, the tax on his estate 
would be $288,700; by reason of inheriting Greenacre, the tax drops 
to approximately $255,000. 


CoNncLUSION 


While on the whole section 2013 is an improvement on the 1939 
deduction provision, one may gather from what has been said that 
the study of the new section has not shaken the conviction that the 
old deduction provision—assuming the adoption of amendments to 
simplify it and make it more equitable—is preferable to the new 
credit provision. The major improvements consist of (1) making 
mitigation of the double set of death taxes decline gradually, speak- 
ing generally, according to the interval between the successive 
deaths ; (2) extending the permissible interval from five to ten years; 
and (3) again speaking generally, making relief depend on fortui- 
tous circumstances, 1.e., successive deaths and not on inter vivos 
transfers. Moreover, the illogical requirement that the transferred 
assets be situated in the United States has been deleted, and the com- 
plicated adjustment of the deduction on account of claims against 
the second decedent’s estate has been eliminated. (There still re- 
mains an adjustment of the deduction for charitable transfers by 
the second decedent.) On the debit side—at least in my view—the 
new credit makes possible multiple transfers within a ten-year term 
without the payment of any federal death tax; it makes possible a 
lower aggregate transfer tax burden on a gift in contemplation of 
death than a testamentary transfer of the same property would in- 
cur ™; and, as shown in Exampte 2-D supra, it will sometimes result 
in a lower aggregate tax (on the estates of transferor and trans- 
feree) than if the transmission had bypassed the second decedent. A 
provision which permits these things does not make sense. 

The elimination of the tracing requirement is apparently consid- 
ered by the proponents of the credit provision as a desirable feature. 
It is argued that economically it makes no difference whether the sec- 
ond decedent keeps his separate property and spends, loses, or gives 


69 Supra note 6. 

70 The defect in the statute stems from the fact that the gift tax allowable as a credit 
against the estate tax has depleted the taxable estate. To equate a gift in contemplation of 
death with a testamentary transfer, the gift tax should be added back to the taxable estate. 
Before the 1954 Code, such a gift enjoyed a favored position only when the donor pre- 
deceased the donee, but section 2013 enlarges the area of favored treatment to cover some 
situations where the donor dies after the donee. 
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away what he inherited, or vice versa. If the transferred property 
were always cash, this would be largely true. (It would not be uni- 
versally true because the second decedent may have spent, given 
away, or lost everything that he inherited and then amassed a new 
estate.) ™! However, the transferred property will not always consist 
of cash, and where it does not, the economic consequences will not 
necessarily be the same. For example, the income tax basis of the 
separate property may be greater or smaller than the basis of the in- 
herited property, or the separate property may have a much greater 
possibility of enhancement in value than the inherited property or 
vice versa, or the possibility of a decline in value may be much 
greater for the one than for the other. It, therefore, seems to me that 
the tracing requirement under the deduction provision was justifi- 
able. 

The gift and estate tax laws prior to the 1954 Code were already 
riddled with enough provisions permitting minimization of the 
transfer taxes, so that as producers of revenue they had faded into 
relative insignificance.” (In recent years, these taxes have produced 
less than two per cent of total revenue.) To have weakened them still 
further by concessions such as section 2013, which go further than 
equity requires, was, to my mind, poor policy. But whichever policy 
one prefers, nearly all will agree that the new provision has not made 
the estate tax law any simpler. 


71 See discussion pp. 8 and 9 supra. 

72 For evidence that avoidance of death taxes is not a phenomenon unique to this country, 
see Wheacroft, The Anti-Avoidance Provisions of the Law of Estate Duty in the United 
Kingdom, X Nat’t Tax J. 46 (1957). Oddly enough, there is no death duty in Russia. 
Wheatcroft, Taxation in the U.S.S.R., V Can. Tax J. 154, 155 (1957). 

















Conscience and Propriety in Lawyer’s 


Tax Practice: 
JOHN M. MAGUIRE 


H ONORABLE lawyers have no occasion for personal perplexity with 
respect to breaches of professional rectitude so great as to call for 
severe discipline. Such conduct is obviously bad. But these same prac- 
titioners dealing with revenue officials in behalf of taxpayer clients 
would welcome much more authoritative guidance than they have 
had on delicate, though often commonplace, matters of conscience 
and propriety. Lack of this guidance cannot, of course, be attributed 
to scarcity of occasion. We scan no untrodden area, but rather one 
bewilderingly criss-crossed by lawyers’ tracks, ancient and modern. 
Every counselor who advised a client to avoid the old general prop- 
erty tax on intangible investments by shifting his funds into exempt 
bonds over tax-day,” or who planned and executed a quick, concealed 
transfer of taxable assets from an obvious taxpayer to one unex- 
pected and unpursued,* had to make a moral determination first. 
Nowadays, with our prodigious burden of taxation sustained in its 


JOHN M. MAGUIRE, 2 member of the Massachusetts Bar, has been Royall Professor of 
Law at Harvard University. 

1 The title above is meant to indicate a discussion of problems of such professional be- 
havior as does not, even at worst, become punishable as violative of law, that is, the ques- 
tions raised are those properly considered by Ethics Committees of bar associations rather 
than by Grievance Committees involved in administration of sanctions for illegality. See 
DRINKER, LEGAL ETuHIcs 30 et seg. (1953), with special reference to the difference of opin- 
ion remarked at 48 nn. 38, 39. 

This paper purposely avoids chokingly profuse documentation, that bane of much con- 
temporary legal writing in the United States. Setting out the thesis that we do not now 
have the answers, it is meant to be provocative instead of definitive. Provocation works 
better when short and sharp. 

2 Shotwell v. Moore, 129 U.S. 590 (1889), by main force and awkwardness, steam-rollered 
an attempt at this sort of ‘‘window-dressing,’’ but there was a pointed dissent taking the 
ground that the Court had to deal with ‘‘a question of law’’ and not one of high-minded 
citizenship. This dissent indicates why the courts cannot in the immediate connection give 
the legal profession all the advice it needs. He would be a poor lawyer indeed who confined 
his professional advice to the strict limitations of legal enforceability. 

3 See Sears v. Nahant (a situation tenaciously litigated in various aspects), 205 Mass. 
558, 91 N.E. 913 (1910) ; 208 Mass. 208, 94 N.E. 467 (1911) ; 215 Mass. 234, 102 N.E. 491 
(1913) ; 215 Mass. 329, 102 N.E. 494 (1913) ; 221 Mass. 435, 109 N.E. 373 (1915); 221 
Mass. 437, 109 N.E. 370 (1915) ; and dismissals for want of jurisdiction, 248 U.S. 542, 543 
(1918). The brief for the taxing officials in the earliest of these cases charges that the tax- 
payers ‘*, . . deliberately undertook to evade taxation . . .’? and makes remarks about 
‘‘hocuspocus.’? Much further technicalism on both sides peeps through the records and 
briefs covering later stages of the controversy. 

27 








28 TAX LAW REVIEW [Vol. 18: 


largest aspect—the income tax—by a system of voluntary compli- 
ance,* these lawyers’ determinations come portentously thick and 
fast.” We need a proper pattern for them.® 

No comprehensive pattern is going to be pricked out by judicial de- 
cisions. Save in proceedings specifically aimed at bar discipline, on 
charges which if substantiated will have arisen from indefensible 
misconduct, the courts have other obligations to meet. They wisely 
refrain from gratuitous collateral sermonizing. Here is an illustra- 
tion. 

The setting for Baldwin v. Commissioner * was consultation be- 
tween an elderly California lady and her lawyer about the disposi- 
tion of her estate, including some real property in Texas. The lady 
wished this realty to go to her son. The lawyer advised, and she 
agreed, that for the purpose of saving probate inconvenience and ex- 
pense respecting the Texas holding and not with any desire or intent 
to evade federal estate tax, the lady should make and record a deed 
of gift to the son, who should at the same time execute a donative re- 
conveyance. This reconveyance was not to be recorded unless the son 
predeceased his mother. The transaction was so set up, the lawyer 
holding the second deed. The mother predeceased the son, the lawyer 
returned the second deed to the son, and the son destroyed it. 

In her Will giving the bulk of her property to the son, the mother 
designated lawyer and son as co-executors. They both qualified. 
About one year later the son filed an estate tax return which the law- 
yer refused to sign because it did not report the second deed; it did 
report the first deed, stating that the transfer was neither in contem- 
plation of death nor intended to take effect in possession or enjoy- 
ment at or after grantor’s death. Nearly six months after the filing 
of this return, the lawyer filed a separate estate tax return for the de- 


4 The present federal system of current individual income tax payment and withholding 
has in this connection done little more than transfer the obligation of compliance from one 
taxpayer to another. 

5 CAHN, THE Mora DECISION 164-175 (1955), soberly indicates the portentous quality 
of these determinations by client and legal adviser. 

6 Ethical Problems of Tax Practitioners, 8 Tax L. REv. 1-33 (1952), discloses by the give 
and take of open discussion among highly competent tax law practitioners something of the 
diversity and uncertainty of view now prevailing. Another stimulating reference, less easily 
available, is a discussion of tax morals and manners in the pamphlet entitled LAwyErs’ 
PROBLEMS OF CONSCIENCE 1-23 (1953; Harvard Student Bar Association, American Law 
Student Association). For convenient brevity, the first of these titles is hereinafter referred 
to by name of speaker and the second as PROBLEMS OF CONSCIENCE. See too Miller, Morality 
in Tax Planning in New YorK UNIVERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 1067 (1952); and Paul, The Lawyer as a Tax Adviser, 25 Rocky Mr. L. Rev. 412 
(1953). 

743 B.T.A. 183 (1940), rev’d, 125 F.2d 812 (9th Cir. 1942). 
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cedent, reporting both deeds, stating that the decedent mother had 
received all the income from the Texas property until her death, and 
asserting that decedent had made a transfer in contemplation of or 
intended to take effect in possession or enjoyment at or after her 
death. More than two and one-half years after filing the separate re- 
turn, the lawyer resigned as co-executor. 

In consequent litigation of an estate tax deficiency before the 
Board of Tax Appeals, the lawyer as the Commissioner’s sole wit- 
ness gave vitally important testimony as to his dealings with the 
mother. The Board held that there had been sufficient disclosure to 
the son, with the mother’s consent, of the client-lawyer communica- 
tions to remove the usual seal of secrecy, that the lawyer’s testimony 
was properly receivable, and that the Commissioner’s position was 
sound. This result the Court of Appeals reversed in a split decision, 
the majority reasoning that son as well as mother had been a client, 
and was entitled to enforce the confidential communication privilege 
as against the Commissioner, a stranger to the negotiations. There 
being no testimony other than the lawyer’s to support the Board’s 
decision, it fell. The dissenter argued that the separate estate tax re- 
turn filed by the lawyer, which return had been admitted in evidence 
without objection or restriction, supplied adequate evidential under- 
pinning for the decision of the Board. 

The alert reader will observe that this case fairly bristles with 
questions of lawyers’ proper behavior. These questions become 
prominent points of reference in the following discussion. Not one of 
them required an answer to meet the issues directly presented for 
instant decision. Reasonably enough, not one of them is explicitly 
stated, let alone resolved. The Board and the Court stuck strictly to 
their knitting. Such restraint is regularly practiced in judicial and 
quasi-judicial proceedings. Hence the paucity of relevant precedent 
from this quarter. 

Consequently, we are thrown back upon the Canons of Profes- 
sional Ethics which are in some respects pointedly specific and in 
others very generalized ; * such complementary rules of behavior as 
Circular 230; ® and interpretative applications, largely unofficial, of 

8 The reference here is, of course, to the Canons adopted and maintained by the American 
Bar Association, which have become fundamentally influential throughout the whole United 
States, locally as well as nationally. It is common professional knowledge that these Can- 
ons are now undergoing careful scrutiny at the hands of a Special Committee of the Ameri- 
can Bar Foundation. With respect to this reappraisal an illuminating statement appears in 
41 Mass. L.Q. No. 3, 33 et seg. (1956). 

9 Title 31, Subtitle A, 31 C.F.R. §§ 10, 12, and 13 (1949), CCH 4 45,801 et seq. (1957). 


It is worth noting that this set of rules for enrolled Treasury attornéys and agents in sec- 
tion 10.2(z) requires each attorney to observe the A.B.A. CANons oF Eruics. 
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these Canons and rules.’® Further discussion in this paper draws 
freely upon the most easily accessible collections of interpretative 
applications, namely, the published Opinions of the American Bar 
Association’s Committee on Professional Ethics and Grievances “ 
and the published Opinions of the Committees on Professional 
Ethies of (1) The Association of the Bar of the City of New York, 
and (2) The New York County Lawyers’ Association.” In carrying 
the discussion forward it is important to set up a simple outline, and 
that step is now essayed. 


FUNDAMENTAL PRINCIPLES OF THE CANONS OF ProFESSIONAL ETHICS 


As the Canons now stand they are 47 in number. The principles il- 
lustrated are far less numerous, and some of these principles are ir- 
relevant to our immediate purpose. To begin with, tax controversies 
which have passed beyond the ordinary administrative stages and 
are in the hands of the courts present few if any ethical problems dif- 
fering from those encountered by trial lawyers generally.” In the in- 
stant connection we may let this common ground take care of itself." 


10 The term unofficial in the text is meant to signify that most of the specific interpreta- 
tions are issued by bar association committees rather than by governmental authorities, 
either judicial or administrative. Relevant published Treasury rulings on practice before 
that Department are few indeed. See the closing references in note 32 infra. 

11 These Opinions have been embodied from time to time in a series of cumulative com- 
pilations, the latest of which has appeared in 1957. It contains 291 Opinions and 295 
briefer Decisions. While the 1957 compilation appeared too late for use in preparation of 
this article, the numbering of Opinions remains constant and the references carried by the 
present footnotes are therefore adequate. The Decisions had been previously published in 
DRINKER, op. cit. supra note 1, at 283-303 (Appendix A), and references to this collection 
of them are given herein. 

12 The latest publication of these Opinions is in a well-edited volume by The William 
Nelson Cromwell Foundation, LecaL Stupies (1956). The total number of published Opin- 
ions, running into 1955, exceeds 1,200; some are joint Opinions of the two Committees. The 
Harvard Law Review contains a penetrating review of this book by Paxton Blair, Chair- 
man of the Committee on Professional Ethics of the New York State Bar Association, 
whose analysis and citation are broader and more detailed than those of the present writer 
with his more limited purpose (70 Harv. L. Rev. 1120 (1957) ). Drinker lists Opinions and 
collections of Opinions by other bar associations. These the writer has not pursued beyond 
Drinker’s occasional citations of them (DRINKER, op. cit. supra note 1, at 32, 410-415, 
435-436). References herein to the Opinions from New York are initialed A.B.C.N.Y. or 
N.Y.C.L.A. to indicate committee authorship and give serial numbers, pages of the com- 
pilation cited in the first sentence of this note, and dates. 

18 The term ‘‘courts’’ in this connection includes such tribunals as the Tax Court of the 
United States. Paul, The Lawyer as a Tax Adviser, 25 Rocky Mr. L. Rev. 430-433 (1953), 
is in accord with the statement of the text above. 

14 This sidelines Canons 1-3, 15 (in large part), 17-21, 22 (in large part), 23, 24, 30 (in 
part), and some portions of other Canons. 
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Nor need anything be said here about the lawyer’s peculiar obliga- 
tions in defense and prosecution of criminal cases ; * problems relat- 
ing to the fixing and collection of fees ; ** conflicting interests and re- 
lated considerations ; ‘7 or a number of miscellaneous occasions for 
circumspection.** 

The remaining Canons upon which the paper does touch suggest 
four groupings of problematical situations. To some extent the 
groupings overlap, but it is worthwhile to specify them and to follow 
the specification as a working outline. First, the lawyer must not stir 
up strife and litigation.’® Second, the lawyer must not advertise for 
business or pursue practices related to advertisement.”° Third, the 
lawyer must be faithful to the obligations he assumes.” Fourth, the 
lawyer must not practice deceit or connive at its practice.” 


Inciting Litigation 


‘*Tt is disreputable to hunt up ... causes of action and inform 
thereof in order to be employed to bring suit... .’’ Thus Canon 28 in 
part. But suppose a lawyer in the course of a civil suit discovers that 
a corporation is liable for back taxes which have not been levied 
against it, of which taxes the county attorney is ignorant but which 
it is the county attorney’s duty to collect. We must remove one com- 
plication by assuming that the corporate taxpayer is not and has not 
been the lawyer’s client. Even so, the case is not simple, for a duty to 
the public pulls against unquestioning compliance with the general 


15 Canons 4 and 5. 

16 Canons 12-14, 34 (the last in part). 

17 Canons 6, 10, and 11; ef. 38. 

18 Canons 7 (poaching upon other lawyers’ employments) ; 25 (respecting customs and 
practices of bar, etc.) ; 31 (discretion to refuse retainers) ; and 36 (limitations upon advo- 
cacy and other employment after retirement from bench or other public post; cf. Cireular 
230, § 10(a) (2), (3)). 

19 Canons 28 and 42 (agreement to pay or bear litigation expenses). 

20 Canons 7 (encroaching upon professional employments of others); 8 (duty to give 
restrained and pacific advice as to merits of clients’ cases) ; 27; 28; 34 (division of fees 
with non-lawyer improper) ; 35 (impropriety of drawing business through intermediaries) ; 
40 (improper for lawyer to agree with publisher of his articles upon law to advise inquirers 
respecting their individual rights); 43 (publication of lawyer’s name in law list); 46 
(notice to local lawyers of willingness to associate in particular branch, etc.) ; cf. 45 (ap- 
plicability of Canons to specialists) ; and 47 (use of lawyer’s services or name to further 
unauthorized practice of law). See also Circular 230, § 10.2(1), (v), especially the latter. 

21 Canons 15, 30, 31, 37, and 44; cf. 16. This is a field of great doubt and difficulty. 

22 Canons 9, 15, 22, 26, 29, 32, 33, 39, and 41. Application of these Canons is full of 
doubt, difficulty, and complexity. See too Cireular 230, §§ 10.2(d), (p), and 10.10(b) (3), 
(4), (6), (8), (10), (12), (18). 











32 TAX LAW REVIEW [Vol. 13: 


prohibition of the Canon. An Opinion ** rendered upon this problem 
says that it is the lawyer’s ‘‘ professional and private privilege, and 
rather his duty to give the information to the [responsible] authori- 
ties,’’ but he may not properly seek [or accept?] employment in the 
job of collection. This seems neatly to split the difference between si- 
lence and solicitation. 

Now take the converse problem—an attack, reasonable and in good 
faith, upon the validity of a tax. A lawyer has a client against whom 
the tax is being asserted, but the amount involved is so small as to 
make a solitary battle by this client at best a Pyrrhic victory. The 
lawyer knows that the same tax affects many other persons and envi- 
sions, primarily for his own client’s benefit, a test suit sustained by 
moderate contributions from a number of affected taxpayers. How 
far may the lawyer go in organizing a mass attack? Again we face a 
situation which is not simple. It is as important to protect the citi- 
zenry from improper fiscal impositions as to insure full collections 
of proper levies by the Government. Moreover, this is a case in which 
sundry obvious considerations encourage prosecution throughout by 
the lawyer who initiates tax resistance. A situation substantially 
parallel came up for an Opinion,** and gave real difficulty. The 
upshot is gingerly approval of the effort to form a coalition, 
the client to take the greatest, and the lawyers the least, possible 
share in the effort, and the proposal to be couched in most restrained 


23 Opinion 87, A.B.A. (Dec. 2, 1932), mentioned in DRINKER, LEGAL EruHics 66 n.47 
(1953). See also Opinion 252, N.Y.C.L.A. 669 (1927), involving discovery of an unclaimed 
tax deduction, notification of responsible counsel, and request for a fee. 

A problem superficially different, but fundamentally related, arises when an expert on 
taxation delivers a lecture or publishes a technical article dealing with some portion of his 
field. Dissemination of true understanding to legal professionals and lay taxpayers is com- 
mendable ; twisting the dissemination into incitement of litigation is bad; and a deliberate 
bid for business attached to such dissemination is disreputable. See Opinion 92, A.B.C.N.Y. 
42 (1928-1929) (no professional impropriety in organizing and operating a ‘‘ Tax Insti- 
tute’’ as an information and education service); Opinion 666, A.B.C.N.Y. 384 (1944) 
(lawyer publishing articles on taxation in a trade magazine must not answer questions of 
subscribers about their personal interests) ; Decision 228, A.B.A., DRINKER, id. at 295 (ra- 
dio answers to specific legal questions) ; and Opinion 367, N.Y.C.L.A. 755 (1941) (Lawyer 
familiar with income tax law may not properly solicit opportunity to give instructive lec- 
tures thereon, either for pay or gratuitously). Does this make it a matter of delicacy to 
accept a retainer from a client who comes to a lawyer because of hearing him lecture or 
reading his published articles? See generally DRINKER, id. at 263-265. 

24 Opinion 586, A.B.C.N.Y. 330 (1941). Under the particular circumstances the taxpayer 
and 37 others were at least morally entitled to a refund of New York transfer taxes, but 
special legislation was necessary to make refunds practicable. Hence the composite effort 
was to be legislative rather than litigative. 
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terms. Since this sort of ways and means problem may arise in other 
connections than that of taxation,”® the approach to its solution might 
well be standardized by an addition to the substance of Canon 27 * 
or Canon 28, or both.”* 


Advertising, ‘‘Feeders,’’ and Related Devices 


While the primary reason for prohibiting incitement of litigation 
is surely desire to maintain a friendly and pacific community atmos- 
phere, a secondary reason must be the sustaining of professional 
dignity. Unquestionably a motive for incitement will always be per- 
sonal gain to lawyers who flourish by serving in the quarrels of 
others. Thus incitement tends to become a strong-armed self-adver- 
tisement, and its mention leads to consideration of the opening as- 
sertion in Canon 27: ‘‘It is unprofessional to solicit professional 
employment by circulars, advertisements, through touters or by per- 
sonal communications or interviews not warranted by personal rela- 
tions.’’ The sentence just quoted is followed by condemnation of in- 
direct advertising through self-laudation, but the whole passage 
suggests reasonable limitations upon its prohibitions. If lawyers 
sedulously hid themselves, their calling, and their capabilities from 


. public knowledge, highly necessary expert services would be hard to 


come at, and the profession might perish through malnutrition.”® 
The Canon indeed goes on with helpful specification as to permissi- 
ble professional cards, acceptable contents of identifying items in 
reputable law lists,”® and traditional specialities allowed to be pub- 


25 Opinion 717, A.B.C.N.Y. 430 (1948), for instance, deals with a statutory interpreta- 
tion situation involving claims against a municipal corporation. The Committee, strongly 
feeling the need of caution, declined to approve the proposed solicitation on the showing 
made. Cf. People v. Ashton, 347 Ill. 570, 180 N.E. 440 (1932), cited by the Committee. 

26 This is the Canon disapproving direct or indirect advertising, with carfully limited 
exceptions. 

27 Of course no cut-and-dried formula can be prepared for universal application, but 
statement of the common factors of difficulty and the criteria for handling them would be 
useful. Opinion 586 is scarcely comprehensive. A cautious reader considering it could rea- 
sonably remain in doubt as to the permissible degree of persuasion with regard to letting 
counsel for the initial client take control of the collective proceeding. 

28 It would be a ludicrous falsehood to assert that lawyers refrain from all efforts to at- 
tract clients. One of the first questions likely to be asked a job-seeking law school student 
or graduate is as to his prospects of bringing business. Drawing the delicate distinctions 
between proper manifestation of capability and improper solicitation is a fairly constant 
problem in all types of practice and therefore need not be specially discussed here. For a 
helpful presentation of the general principles of what may be called publicity conduct by 
lawyers, consult Opinion 375, N.Y.C.L.A. 762 (1947) (joint Opinion with A.B.C.N.Y.). 

29 Contrast the censure of disreputable law listing by Canon 43. 
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licly indicated.*® These specialties do not include taxation,** which 
seems distinctly questionable. Half a century ago any lawyer worthy 
of the title could adequately deal with most tax problems. This is no 
longer true and in no other field of the law can fumbling cause more 
grief to clients or, it may be added, to governmental authorities. 
The announcement, professional card, letterhead, and office door 
problem also takes intricate twists and turns because of the inter- 
mingling practices of accountancy and law in matters of taxation. 
Some of these compiexities seem highly formalistic,** but the docu- 
mentary difficulties are symptomatic and questions are raised at a 
fundamental level by doubts as to propriety of simultaneous active 
connection with both professions.** The risk commonly urged is im- 


30 Admiralty, patents, and trademarks. Opinion 788, A.B.C.N.Y. 482, 483 (1954), and 
Opinion 375, N.Y.C.L.A. 762, 764 (1947) (joint Opinion with A.B.C.N.Y.), add copyrights. 
See note 31 infra. 

81 The following Opinions are related to the non-inclusion noted by the text, but the 
publicity considered by some of them would have been of an improper type for use by a 
specialist even in the branches of practice stated by note 30 supra. Opinion 260, A.B.A. 
(June 9, 1944) (improper for lawyer to advertise that he has tax service in his office) ; De- 
cisions 89 and 101, A.B.A., DRINKER, op. cit. supra note 23, at 288 (free copies of revenue 
laws; free tax returns) ; Opinion 387, A.B.C.N.Y. 206 (1936) (improper to circulate card 
announcing lawyer as tax counsultant for reducing estate taxes and procuring refunds) ; 
Opinion 543, A.B.C.N.Y. 304 (1940) (improper to send local bar multigraphed letter stat- 
ing specialization in various subjects including taxation) ; Opinion 581, A.B.C.N.Y. 327 
(1941) (improper for lawyer to set up and publicize to other lawyers an income tax serv- 
ice) ; and Opinion 772, A.B.C.N.Y. 467 (1952) (improper for New York lawyer to include 
in letterhead statement of association with Florida firm for purposes of tax practice). 
Contrast early Opinion 195, N.Y.C.L.A. 629 (1921) (matter of personal taste only in 
lawyer’s use of card stating he is income tax consultant). Cf. Opinion 445, N.Y.C.L.A. 828 
(1955) ; Opinion 375, N.Y.C.L.A. 762, 764 (1947) (joint Opinion with A.B.C.N.Y.) (pro- 
fessional announcements by lawyers returning from government service to private practice 
and sent only to other lawyers may state particiular branches of practice: ‘‘. . . still pre- 
dominantly informational .. . lawyers . . . not substantially influenced to employ other 
lawyers by announcements or impressed by their implications.’’). Accord, Opinion 788, 
A.B.C.N.Y. 482, 483 (1954). Opinion 393, N.Y.C.L.A. 781 (1950), deems such characteri- 
zations as ‘‘tax specialist’’ improper if circulation is not restricted to other lawyers. See 
comment in DRINKER, id. at 242-245. 

82 F.g., Opinion 437, N.Y.C.L.A. 822 (1954), where a man who was both lawyer and cer- 
tified public accountant and had been using two separate letterheads and two separate sets 
of professional cards to segregate the professions, wished to simplify his life by putting the 
whole story on a single letterhead and a single card; his proposal was disapproved. This 
opinion was influenced by Opinion 434, N.Y.C.L.A. 819 (1954), presenting a like problem 
with elaborations, two members of a firm being involved. More serious questions of this 
general type appear in Opinion 738, A.B.C.N.Y. 444 (1949) ; Opinion 742, A.B.C.N.Y. 447 
(1949) ; and Opinion 445, N.Y.C.L.A. 828 (1955). Cf. statements by the Treasury Commit- 
tee on Enrollment and Disbarment presented in CCH § 45,839.075 and .26 (Supp. 1957). 

33 Opinion 272, A.B.A. (Oct. 25, 1946) is not entirely convincing. It takes the stand that 
a lawyer who is also a certified public accountant may not hold himself out as practicing 
accountancy in the same office where he practices law; the majority of the Committee go 
the length of saying that such a lawyer may not, even in separate offices, practice both pro- 
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proper use of contacts with accountancy clients as a ‘‘feeder’’ de- 
vice for the lawyer. But other risks chime in. The footnotes indicate 
that serious uncertainties in this connection call for clarification. 


Fidelity to Professional Obligation 


The lawyer’s duty to discharge unwaveringly his professional ob- 
ligations is the third item. A connection has already been noted be- 
tween the duty to refrain from stirring up strife and the duty to 
eschew self-advertisement, respectively the first ard second items. 
The two are to a considerable extent conjunctive and complemen- 
tary. The third item bears an exceedingly close relation to the follow- 
ing and final item—the duty to steer clear of deceitful conduct. But 
this time the relationship is largely disjunctive or opposed. That is, 


fessions at once because of the feeder potentialities of accountancy. Opinion 388, N.Y.C. 
L.A. 775 (1950) would permit the New York office door of two lawyer-certified publie ac- 
countants to bear a legend announcing both professions. But Opinion 434, N.Y.C.L.A. 819, 
820 (1954) weakens this by asserting that such legends in such a city are unlikely to at- 
tract persons to enter; if so, why waste the paint? Cf. DRINKER, op. cit. supra note 23, at 
224-225, and note 31 supra. 

It is easier to sympathize with disapproval of service to clients by lawyers in partnership 
or other association with accountants, investment counsel, and so on, who are not lawyers. 
Opinion 234, A.B.A. (Feb. 21, 1942), Opinion 239, A.B.A. (Feb. 21, 1942), and Opinion 
269, A.B.A. (June 21, 1945) are severe to the point of demanding that lawyers who main- 
tain such associations withdraw from law practice. See further Opinion 412, A.B.C.N.Y. 218 
(1937) ; Opinion 484, A.B.C.N.Y. 264 (1939) (no full answer to inquiry because questions 
of law involved) ; Opinion 201, N.Y.C.L.A. 634 (1922) (mentioning the arguments of im- 
proper fee-splitting and affording opportunity to laymen to give legal advice) ; Opinion 
343, N.Y.C.L.A. 733 (1938) (fee-splitting with accountant admitted to practice before 
Tax Court) ; Opinion 344, N.Y.C.L.A. 735 (1938) (combining some elements of Opinions 
201 and 343 supra) ; Opinion 398, N.Y.C.L.A. 785 (1950) (joint Opinion with A.B.C.N.Y.) 
(lawyer-certified public accountant in partnership with non-lawyer) ; Opinion 399, N.Y.C. 
L.A. 785 (1951) (situation like that of Opinion 398, except that partner is certified public 
accountant; nevertheless disapproved because partner under different standards and sub- 
ject to different discipline in different tribunal) ; Opinion 427, N.Y.C.L.A. 811 (1954) 
(lawyer member of certified public accountant firm); and Opinion 445, N.Y.C.L.A. 828 
(1955) (association of lawyer-certified public accountant with non-lawyer-certified public 
accountant). In re Rothman, 12 N.J. 528, 97 A.2d 621 (1953), cited by Blair in 70 Harv. 
L. REv. 1125 n.36 (1957), is an important and detailed discussion, developing dissent. 

Cf. Opinion 544, A.B.C.N.Y. 304 (1940), where the letterhead of a lawyer and a certified 
public accountant, who were in partnership, announced that they were tax consultants. No 
necessary impropriety was deemed involved, but lawyer’s practice and office in that eapac- 
ity should be separate and without feeder connection, which probably meant that the lawyer 
must refuse as law clients persons who consulted the partnership for tax advice. Interest- 
ingly comparable situations are discussed in Opinion 614, A.B.C.N.Y. 350 (1942), disap- 
proving on numerous grounds plan involving occasional recommendation to accountant’s 
clients of joint retention of himself and a lawyer in whom the accountant had confidence ; 
and Opinion 738, A.B.C.N.Y. 444 (1949), saying that no problem of professional ethics 
arises from a lawyer’s point of view if an accounting firm, without his solicitation or agree- 
ment, recommends his retention to its clients. 
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the lawyer’s commitment to battle for his client through thick and 
thin, by every effective means, should definitely be held within 
bounds by the requirement of straightforward probity. The resulting 
pull and haul of opposing impulses makes for most painful perplexi- 
ties in tax practice. 

Of course many manifestations of devotion to full rendition of legal 
duty involve no such torturing conflict of decision between moral 
principles. The high professional conscience which led the late Ran- 
dolph Paul across the threshold of death in the very act of presenting 
his honest views to a Congressional committee was unclouded by 
counter-considerations.** Less dramatically, but with equal clarity, 
a lawyer, whose accounts an Internal Revenue agent is auditing, 
must decline to permit such examination of a special account for es- 
crow funds as would disclose the content of confidential communica- 
tions from clients.* In matters of taxation the lawyer is often doubly 
charged, owing fidelity both to client and to Treasury. He should, for 
example, ‘‘... exercise due diligence in preparing... returns...and 
other papers relating to Treasury Department matters. ...’’; and he 
should not ‘‘... unreasonably delay the prompt disposition of mat- 
ters before the Treasury Department... .’’ by dragging his feet or 
interposing frivolous obstacles.** Again, he is told that he should, de- 
spite the unpleasant nature of such action, give on due request ‘‘... 
any information which he may have concerning violations of the 
[Treasury] regulations ... or of the occurrence of any acts or omis- 
sions which would be grounds for suspension or disbarment, unless 
said information is privileged.’’ ** 

The italicized words at the end of the preceding quotation cor- 
rectly suggest that it is really impossible to go very far in discussion 
or even description of the present item without drawing in some op- 
position of duties and specifically an opposition to frank disclosure. 
Thus the next item is foreshadowed. But before moving to that item, 
one brief specification of an unanswered question: 

In our federalized aggregate of numerous governments, how far 
across political borders does the lawyer’s duty run? Referring back 


84 This reference to Randolph Paul would be incomplete without the added statement 
that of all legal tax experts in the United States none stood higher than he on insistence 
that his clients should maintain thoroughly honorable attitudes toward the Government. In 
the words of Canon 16, he would firmly prevent them ‘‘... from doing those things which 
the lawyer himself ought not to do....’’ 

85 Opinion 413, N.Y.C.L.A. 800 (1953). 

86 Circular 230, § 10.2(w). A reciprocal attitude on the Treasury’s part is presumably 
taken for granted. 

87 Circular 230, § 10.2(d) ; emphasis added. 
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to the Baldwin **case, the reader will remember that both lawyer and 
original client were Californians, while the real estate which fur- 
nished the groundwork of dispute lay in Texas. The California law- 
yer’s probate avoidance scheme involved the possibility of Texas 
tax-dodging. Had the interests of the Lone Star State a legitimate 
call upon his conscience? A reported discussion involving the Bald- 
win problem did not take up this exact question, but did stir some- 
thing related. The supposition was of a decedent who might be held 
domiciled in either Texas or California and who had much property 
in the former state and comparatively little in the latter. Would it be 
proper for a Texas lawyer, advising personal representatives rec- 
onciled to a determination of Texas domicile, to recommend simple 
abandonment of the California property to avoid all risk of a Dor- 
rance outcome? The discussion leader * believed that unless the law- 
yer convinced himself of the unreasonableness of any domicile claim 
by California, he had a duty to advise raising the question with Cali- 
fornia and getting it settled. But this, said the leader, is a ‘‘. .. seem- 
ingly uncharted field. ...’’, with possibly reasonable variations of at- 
titude between obligations to sister states and to foreign countries. 


Deceit or Contribution to Deceit 


(1) An estate tax problem. Discussion may now turn in earnest to 
the Baldwin case. On the facts found, and especially with the form of 
the federal estate tax return in mind,“ the lawyer might well conclude 
that the son’s return was improperly deceitful. What was the lawyer 
to do about it? Under Canon 16 and Circular 230, the very least he 
could do was to point out the ethical connotations of the son’s pro- 
posal and refuse to participate.“ If the son persisted, Canon 44 # 


88 See pp. 28, 29 supra. 

39 LAWYERS’ PROBLEMS OF CONSCIENCE 10-12 (1952), the discussion leader being Nor- 
ris Darrell. Cf. note 6 supra. 

40 This may as well be considered in the light of current Form 706, Schedule G, and 
Instructions. 

41 The reference in Circular 230 is to § 10.2(c), which, rather significantly, requires an 
enrolled attorney ‘‘. .. who knows that a client has not complied with the law or has made 
... an omission from, any return... .’’ to ‘‘.. . advise his client promptly of the fact of 
such noncompliance . . . or omission.’’ (emphasis supplied) What bearing do the empha- 
sized words have upon the lawyer’s disclosure in his dissenting return? Was the son a client? 
The Court of Appeals for the Ninth Circuit decided that he had once been one. Cf. the 
elaborate prohibitions in § 10.10(b) (3), (6), (12), and (13) of Circular 230 against par- 
ticipation by an enrolled attorney in filing, preparation, or approval of a falsified return 
or other document. 

42 This Canon, while stating that an attorney may not withdraw from an employment 
once assumed, except for good cause, permits withdrawal in case ‘‘.. . a client insists upon 
an unjust or immoral course. ...’’ The timing of the resignation here involved raises a 
serious question whether it was too long delayed. See p. 29 supra. 
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probably sanctioned the lawyer’s withdrawal from responsibility by 
resigning his executorship. It can be argued that he had become 
bound in honor to the dead testatrix to stick with the ship, but this 
seems scarcely convincing. The son having become the dominant 
party in beneficial interest, and seemingly the only person affected 
by the outcome of the litigation, a living hand had replaced the dead 
hand, at least with respect to a matter about which the mother most 
likely never thought seriously.” 

But the lawyer went beyond resignation. He elected to make dis- 
closure by filing the separate dissenting return. This was an extreme 
step. The situation involved a highly debatable issue as to whether 
the content of the consultations between mother, son, and lawyer was 
sealed in secrecy as a set of privileged communications. The lawyer 
may have felt that by accepting appointment as executor he became 
obligated in law or conscience to the Treasury to present what he re- 
garded as a truthful estate tax return. Or he may have considered 
that the son had so misapplied the possibilities of the situation as to 
fall within the principle of the familiar doctrine that privilege fails 
when legal service is sought or obtained to enable or aid a client to 
commit a crime or tort.** Yet the ultimate decision of the case sus- 
tained the claim of privilege, and bar association committee Opinions 
suggest grave doubt as to the propriety of disclosure.* 


43 Conceivably the lawyer might have sought to have the son removed, but this action 
scarcely seems suitable. 

44 See what substantially amounts te a codifying restatement in UNIFoRM RULES OF 
EVIDENCE, Rule 26(2) (a). While a lawyer, to whom a client in seeking legal advice con- 
fidentially reveals his past crime, may not break this confidence unless the breach is neces- 
sary to protect himself against a subsequent false accusation by the client, the lawyer is 
under no such restriction as to the client’s statement of intention to commit a future crime 
or continue a wrongful course of action. Opinion 202, A.B.A. (May 25, 1940). This is in 
part a simple application of the clear wording of Canon 37. The judges handling the Bald- 
win case made no reference to this Canon or to the recently rendered Opinion. 

45 Opinion 274, A.B.A. (Oct. 25, 1946) (wife in divorce proceedings originally told her 
lawyer a falsehood as to the date of husband’s desertion, but later told the lawyer the truth 
and asked him to abandon desertion as a ground for divorce; lawyer neither bound nor per- 
mitted to reveal the later disclosure, despite the fact that it opened husband to prosecution 
for perjury in escaping military draft). Opinion 287, A.B.A. (June 27, 1953), reported in 
39 A.B.A.J. 983 (1953), involves two situations. The first is another divorce case in which 
the husband informed his lawyer that he gave perjured testimony as to date of desertion 
and in consequence was being blackmailed by the wife. On this the Committee split; five 
members ruled that the lawyer should urge his client to disclose the truth, and decline to 
represent him further if he refused, but should not himself make disclosure; two members 
felt that the lawyer might have to disclose. The second case involved a lawyer’s duty to 
speak up when he knew from his client that the latter had a criminal record and heard the 
record clerk tell the opposite to the judge who was about to sentence the client. The Com- 
mittee considered several varied aspects of this general situation and again split; the ma- 
jority was against the lawyer’s disclosure, urging cireumspection of language even in case 











na ® 


ll aa 


oR DM 


of 
‘ 


por) 


C 


Con oO 


S$ 


nm 








1957] CONSCIENCE AND PROPRIETY IN TAX PRACTICE 39 


Another angle is worth mentioning. Any practitioner caught in 
this kind of tangle realizes all too painfully the involvement of his 
reasonable personal interests. The public is censorious of lawyers, 
and bitter comment and loss of standing may easily result from ac- 
tion which can by any stretch of reasoning be considered an offi- 
ciously voluntary breach of professional confidence.* In the instant 
case the lawyer might justifiably assume that the son’s estate tax re- 
turn would receive careful scrutiny and investigation. Action of that 
sort is much more a matter of course in connection with estate tax 
than in connection with income tax, and abstention of the lawyer 
from signing the return, particularly if coupled with his resignation 
as executor, was well calculated to arouse suspicion. Hence, it may be 
strongly argued that the lawyer would discharge fully his obligation 
of honesty in disclosure if he maintained silence unless and until 
questioned by Treasury representatives. Furthermore, if that ques- 
tioning occurred, the lawyer would commit no deceit and would seem 
laudably to protect the confidential communication privilege by re- 
sponding that he was in doubt as to the propriety of disclosure but 
would promptly obey a court order.** 

(2) Income tax problems. Turn now to federal income tax for sug- 
gestion of further doubts with which the lawyer must wrestle in this 
branch of practice. Change the position of the persons involved so 
that discussion deals with lawyers as taxpayers’ advisers and cham- 
pions only, and not with lawyers in the common but equivocal posi- 


of direct questioning by judge. The Opinion should be read carefully, since it covers addi- 
tional points. As to the second case, see ANNUAL STATEMENT [1953] oF GENERAL COUNCIL 
OF THE Bark (ENGLAND) 21. 

46 One of the most famous examples of the risks which beset a lawyer with respect to ree- 
onciling candor, advocacy, and preservation of confidence is found in the Courvoisier mur- 
der case. See SHARSWOOD, LECTURE ON PROFESSIONAL EruHics 40-41, 107 et seg. (1854), 
reprinted in 32 A.B.A. Rep. 103, 183 et seq. (1907). Here an eminent counsel, Charles Phil- 
lips, began his defense of the accused in an English murder case believing his client innocent 
and cross-examined at least one witness with a view to suggesting that either the witness 
or another person might have been the killer. At a later point in the trial the defendant 
admitted his guilt to Phillips, yet expressed expectation that Phillips would defend him 
‘¢... to the utmost.’’ Following the advice of no less a person than Baron Parke, Phillips 
did continue the defense, but according to his earnest contention, backed up by the word of 
several discerning observers who attended the trial, neither asserted his own belief in 
Courvoisier’s innocence nor intimated that any other was guilty. Nevertheless, he was for 
years suspected and accused of having done the reverse. Cf. DRINKER, Lega Eruics 141 
n.16 (1953). 

47 Consider Circular 230, § 10.2(t), asserting the duty of enrolled attorneys to produce 
records and evidence upon proper and lawful Departmental demand unless they reasonably 
believe ‘‘. . . that the said demand is of doubtful legality. ...’’ Cf. Opinion 287, A.B.A. 
(1953). 
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tion of the attorney who has become an executor or trustee. Start 
with initiation of the client-lawyer relation. 

(a) Retaiwmer and preliminary shaping of the situation. It is 
plain enough that if a would-be client approaches a lawyer with a tale 
of past misconduct in relation to taxes, or proposal for future tax- 
saving schemes, the lawyer may refuse employment unless satisfied 
with both behavior and attitude.** When the lawyer accepts employ- 
ment and has really been let in on the ground floor, so that he ean ad- 
vise about conduct to be pursued for the purpose of minimizing tax 
liabilities, he ought to avoid arranging anything like a mere masquer- 
ade. Familiar examples turn up constantly, e.g., directing specially 
vivacious behavior by an elderly, wealthy man preparing to make a 
transfer which may be challenged as having been in contemplation 
of death, or drafting persuasive records, contracts, etc. in connection 
with a retention of corporate earnings which may be attacked as an 
improper accumulation of surplus.*® Standards in such matters must 
allow for much play in the joints. The distinction between collecting 
and preserving evidence, on the one hand, and faking evidence, on the 
other,®*° cannot be sharp and categorical. Norris Darrell suggested a 
useful wording when he warned against nurturing and exercising 
‘*¢. .. too heightened a sense of cleverness.’’ *' Another serviceable 
test is put in terms of normality of behavior—plans calling for 
marked departure from the tried and conventional require many 
grains of salt." . 

(b) Candid disclosure in returns and related procedures. Con- 
sider a succession of situations respecting the tax return of a client 
whom the lawyer has accepted. First, suppose it is clear to the law- 


48 Canon 31 puts this emphatically, of course in general terms. If a lawyer knowing facts 
which make him unwilling to act for a client can suggest another lawyer who does not know 
these facts, ought he to do so? It has been said that here opinions differ, but to the writer 
this sort of playing upon ignorance-is-bliss seems quite improper. PROBLEMS OF CONSCIENCE 
5 (1953). 

49 Both these situations are interestingly discussed in a Monograph by MacKINNoN, 
PROBLEMS OF ETHICS AND GooD PRACTICE OF TAX LAWYERS 33 et seq. (1956). This was 
prepared, and later discussed by experts, in connection with the work of the American Bar 
Foundation (see note 8 supra) but is unfortunately not readily available. Otherwise fre- 
quent reference to it would be rewarding. In the immediate connection this Monograph 
quotes on the corporate question remarks by Hellerstein in «wthical Problems of Tax Prac- 
titioners, 8 Tax L. REv. 4, 6 (1952). Cf. note 6 supra. See also Miller, Morality in Tax Plan- 
ning in NEw YorK UNIVERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1077- 
1081 (1952). 

50 For instance, misdating checks or bills of sale. 

51 PROBLEMS OF CONSCIENCE 15 (1953). Cf. Rabkin, 8 Tax L. Rev. 28 (1952); Miller, 
supra note 49, at 1075; Paul, The Lawyer as a Tax Adviser, 25 Rocky Mr. L. Rev. 416 et 
seq. (1953). 

52 In many applications this becomes a paraphrase for the familiar ‘‘ business purpose.’’ 
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yer that a certain item of income should be included, but the client is 
perfectly immovable and refuses to put it in. If the lawyer is doing 
no more than advising, with the actual making of the return referred 
to the client himself or some third person, there is respectable au- 
thority for the position that giving the disapproving advice is 
enough. The lawyer need not part company with the client; still less 
is he obliged or even free to make disclosure to the Internal Revenue 
Service. If, however, the lawyer is to prepare the return, sign it, 
and thus take responsibility for the correctness of its content, he 
reaches a breaking point. He must not participate. 

Second, suppose the return has been prepared and filed with no 
shadow of bad faith on the lawyer’s part, but he discovers, perhaps 
by communication from the client, on the eve of conference with an 
examining Internal Revenue Agent, that the client has engineered 
an unmistakably improper omission of an item of income or inclusion 
of a claim for deduction. What about client-lawyer confidential com- 
munication privilege? * Would the problem become peculiar and 
specialized if the client invoked the lawyer’s aid because the Treas- 
ury was questioning a particular aspect of the return—whether there 
had been devotion to business purposes of a building, originally resi- 
dential, on which depreciation was claimed; or business nature of a 
trip for the expenses of which the taxpayer sought deduction—and 
the lawyer’s painful discovery had to do with another aspect? Seem- 
ingly the answer to this question is negative.” 


53 Darrell in PRoBLEMS OF CONSCIENCE 20 (1953) ; DRINKER, op. cit. supra note 46, at 
138 n.31, citing Cleveland and Michigan Opinions. 

54 Ibid. This is plain as a pikestaff under Circular 230, § 10.10(b). Here sounds an echo 
of the Baldwin case (pp. 28, 29 supra) with the complication of co-executorship somewhat 
watered down but still significant. 

55 Tarleau in Ethical Problems of Tax Practitioners, 8 Tax L. Rev. 13-14 (1953), ex- 
pressed doubt as to the existence of a client-lawyer privilege when the latter discovers that 
the former has furnished misinformation for inclusion in the return. Observe that the mis- 
information was not intended to be kept secret but to be revealed, though not, of course, 
along with admission of its falsity. Is the situation to be handled differently if the client 
suppresses relevant information which the lawyer later digs up? Cf. Opinion 287, A.B.A. 
(1953). With all due respect for proper hesitation to break silence respecting a client’s com- 
munication, it is not so easy here as it would have been in the Baldwin case to salve a lawyer- 
like conscience by significant but less radical action. The Service may never find out, for 
instance, that the lawyer withdrew, if that is all he does. Mr. Darrell, taking the problem 
very seriously, would try his hardest to make the client file a proper amended return and, 
failing this, would apparently in some fashion bring the matter to the attention of the 
Revenue Agent if the audit took place in the Darrell office. Darrell in PropLEMS or Con- 
SCIENCE 20-21 (1953). 

56 Tarleau, supra note 55, at 11-12, where the different aspect, it should be noted, had 
direct bearing upon the disputed item. See also Fillman, id. at 26, asking whether with- 
drawal by the lawyer is enough, without disclosure of the truth. And consider the further 








42 TAX LAW REVIEW [Vol. 13: 


Should distinctions be drawn according to whether (i) the lawyer 
knew nothing about the return before the client asked for his services 
in connection with audit, (ii) the lawyer had advised the client about 
the original preparation of the return, or (iii) the lawyer had pre- 
pared and therefore signed the return? This last question raises 
very pointedly a sub-question: How far and under what circum- 
stances may the lawyer protect that precious professional property, 
his reputation with the Service for honesty and candor? ** 

A common variant on the foregoing series of elemental problems 
is encountered when client and lawyer have to deal with an item bear- 
ing debatable tax consequences. The two reasonably believe or at 
least hope that those consequences would be decided favorably to the 
taxpayer in a last-ditch fight, but the lawyer at least knows only too 
well that full and frank description will result in an unfavorable ad- 
ministrative ruling. Once again we are out of the realm of categori- 
cal imperatives ** and rather uncomfortably removed from authori- 
tative advice. This is not a situation in which any lawyer at all awake 
to the broader considerations of costly modern organized society 
should feel entirely easy if, in behalf of the immediate interest of a 
taxpayer client, he holds the cards tight against his wishbone and 
plays to the limit the game of caveat fiscus.™ 

But few practitioners of tax law could truthfully deny that they 
have often and rather artfully done something very much on this 
order. In public discussion, one fears, there are more words of con- 
scientious subservience to the idea of open returns openly arrived at 
than unpublicized practice justifies in fact.° Certainly reticence is 


complication raised by discovery of two unrelated mistakes in the return, one harming the 
Treasury and the other harming the taxpayer. May the latter conscientiously be revealed 
and its correction pressed without disclosure of the former? Is the lawyer’s responsibility 
lessened by the fact that the Service would thus be invited, and very likely led, to make a 
thorough investigation? Darrell in PROBLEMS OF CONSCIENCE 8 (1953). 

57 PROBLEMS OF CONSCIENCE 20 (1953) ; Tarleau, supra note 55, at 13; Paul, supra note 
51, at 423; see pp. 45, 46 infra. 

58 Hellerstein, Gordon, Rabkin, McEvoy, and Wallace in Ethical Problems of Tax Prac- 
titioners, 8 Tax L. REv. 8-9, 24-25, 28, 30-31, and 32 (1952). 

59 CAHN, THE MoRAL DECISION 164-175 (1955), dealing with a case in which a good 
court split as to whether cheating the whiskey tax laws was ‘‘a crime involving moral 
turpitude,’’ argues cogently for a graver view of this kind of thing. And note the high per- 
centage of convictions in tax fraud cases. Miller, supra note 49, at 1069. But see State v. 
Evans, 94 So.2d 730 (Fla. 1957), a bar discipline case in which both majority and dissent 
argue that filing false and fraudulent federal tax returns is a crime not involving vileness 
or baseness in any shocking degree. 

60 ‘‘ The tax practitioner does not regard it as his duty to recommend full and fair dis- 
closure of the facts as to items questionable in law.’’ Hellerstein, supra note 49, at 8. Paul, 
however, (supra note 51, at 427-428) expresses the belief that with respect to such a cer- 
tainly challenged deduction as that of lobbying expense most tax attorneys would insist 
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not always blameworthy, as where the Service ‘‘. . . has adopted a 
policy of persistent litigation of questions which have been repeat- 
edly decided favorably to taxpayers by the Tax Court and by the 
Courts of Appeal in several circuits.’’ ** And so, perhaps, in many 
instances where Service, Courts, and Congress have allowed the law 
in action to become ‘‘.. . a thicket of obscurity. ...,’’ * it is not won- 
drous wise to risk getting your eyes scratched out. But on this ele- 
mental yet murky problem, where articulate standards would be 
welcome, everything has been left to implication and generalities.” 

(c) Atmosphere of negotiation. As the preceding paragraph 
implies, one matter of pervasive importance on which clear declara- 
tions of principle would be useful is the general attitude properly to 
be taken in dealing with representatives of the Service. A number of 
factors, frequently and angrily mentioned, offer temptation for 
adopting an attitude quite the reverse of companionable. The funda- 
mental ground for this temptation is belief that our present scheme 
of taxation, most particularly as evidenced in federal income tax, is 
essentially insincere. Steeply graded progressive rates are, it is said, 
concessions to ignorant popular clamor and shockingly uneven in 
actual application because the legislators, secretly conceding their 
undue harshness, have honeycombed them with termite borings of 
special alleviation. 

Coming down to particulars of administration, we have the con- 
stantly denied, but even more constantly repeated, assertion that 
Revenue Agents are instructed, or at least reasonably led to believe, 
that their hopes of promotion rest upon ingeniously exercised abil- 
ity to turn up deficiencies. Still, in administrative particulars all 
lawyers know well enough, and most of them obey, Canon 9 which 
says that they ‘‘... should not in any way communicate upon the sub- 
ject of controversy with a party represented by counsel... .’’ This, 
they realize, is to prevent imposition by the expert upon the inexpert. 


upon complete and prominent segregation of the item. And see Darrell in PRoBLEMS OF 
CoNSCIENCE 6 (1953). 

61 Paul, supra note 51, at 428. 

62 Id. at 427. 

63 Observe particularly the careful reservations of Circular 230: ‘‘. . . unless said infor- 
mation is privileged.’’ (§ 10.2(d)); ‘‘... has reasonable grounds to believe and does be- 
lieve that the said demand is of doubtful legality. ...’’ (§ 10.2(t)); ‘‘... false Federal 
income tax return . . . knowing the same to be false.’’ (§ 10.10(b) (3)) ; ete. Bar associa- 
tion Committee Opinions give no direct help. 

64 See Surrey, The Congress and The Tax Lobbyist—How Special Tax Provisions Get 
Enacted, 70 Harv. L. Rev. 1145, 1149-1151 (1957), a careful, temperate, and thoroughly 
informed article. Consult also BLUM AND KALVEN, THE UNEASY: CASE FOR PROGRESSIVE 
TAXATION (1953). 
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Yet in federal tax practice they frequently hear of, and sometimes 
experience, descents by Revenue Agents directly upon clients whose 
representation by counsel has been brought home to the Service. The 
Revenue Agents, to be sure, are presumably in these cases not mem- 
bers of the bar and so technically beyond the reach of Canon 9. The 
abuse, however, is exactly the same—risk of imposition by the expert 
upon the inexpert.” 

Set this, and much more along such lines, in the general frame- 
work of Anglo-American traditional tax dislikes, and it is no wonder 
that there is strong talk of fighting the fire of imposition with the fire 
of reticence by being truthful but not frank, yielding facts only in 
driblets under pressure. A vitriolic critic of our present revenue sys- 
tem quotes this from an anonymous Delaware lawyer: ‘‘ The practice 
of tax law these days requires the constant taking of anti-emeties.’’ © 
It remains to the credit of reputable tax specialists, however, that 
they refuse in serious open discussion to accede to contra-govern- 
mental principles of this sort.® 

For this refusal there is a specific, although as yet inadequately 
gauged, reason. The private lawyer in a tax controversy realizes that 
on the other side are his Government and the community of which he 
is a member. More voices than one have pressed upon him a sense of 
double responsibility,* even though the public interest side of his ob- 
ligations has not been prodigally articulated.® So, while in ordinary 
litigious controversy the bar has been told that it is entitled and per- 
haps required to take a tough, unyielding attitude with respect to 
revelation of distasteful evidence,’® there may be a call for less 


65 In this connection it is worth considering the cases, not yet systematically grouped 
and developed, where suppression of evidence obtained by Internal Revenue personnel has 
been sought on the ground that unfair methods were used. Z.g., United States v. Wheeler, 
149 F.Supp. 445, 448 et seq. (W.D.Pa. 1957). Cf. Decision 250, A.B.A. in DRINKER, LEGAL 
Eruics 296 (1953), stating that it is improper for an insurance company to interview the 
mother of an injured child who is represented by counsel. 

66 Hawley, Morality vs. Legality, 27 Pa. Bar Ass’N Q. 230, 235 (1956); this article 
enjoys the extraordinary distinction of having been reprinted in the Saturday Evening 
Post, July 14, 1956, p. 27. 

67 Consider the whole tone of the discussions referred to in note 6 supra. 

68 One example of many was furnished by Tarleau in Ethical Problems of Tax Practi- 
tioners, 8 Tax L. Rev. 10-14 (1952). 

6° The phrasing is borrowed from Paul, supra note 51, at 421-425, especially 424. 

70 Instance after instance can be adduced. WILLISTON, LIFE AND LAW 271-272 (1940) 
(refraining from correcting judge’s statement of fact, although Mr. Williston did and his 
opponents did not know the truth) ; Opinion 309, N.Y.C.L.A. 708 (1933) (not improper to 
refrain from revealing presence in court of eye witness vital to case of client’s opponent, a 
three year old child. DRINKER, op. cit. supra note 65, at 285 n.42, questions this opinion) ; 
ef. Opinion 307, N.Y.C.L.A. 706 (1933) (not improper to refrain from warning witness 
whose testimony would be helpful to client that witness by testifying may expose himself 
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strictly partisan behavior when tax disputes are handled. This line 
of thought, familiar through much reiteration, is emphasized by 
knowledge that the official enforcement personnel could not possibly 
make our burdensome and complex revenue system work without a 
high degree of acquiescence and cooperation from taxpayers and 
their experts. An authoritative statement of sound criteria in this 
connection is long overdue. 

(3) Advocacy of legislation. Since taxation in the large, and to an 
increasing extent in detail,” depends upon statute, it is inevitable 
that tax lawyers are requested to make legislative appearances. 
Here all hands agree that whenever such a retainer is accepted there 
must be the utmost frankness as to interests represented.” There 
seems further to be a marked tendency to deny lawyers testifying 
before legislative committees the same representative impersonal- 
ity accorded counsel in ordinary trial of cases.” 


CoNCLUSION 


This discussion began with an assertion that the legal profession 
has not received adequate marching orders or advice as to its proper 
attitudes and conduct in a number of commonplace situations pro- 
duced by tax practice. It is submitted that the footnote documenta- 
tion bears out the assertion. As to forbidden incitement of litigation, 
anti-ambulance-chasing analogies are in some degree emphatically 


to prosecution). See also notes 44, 45, and 46 supra. As to disclosure of unfavorable law as 
distinguished from unfavorable facts, see Opinion 280, A.B.A. (June 18, 1949), reported 
35 A.B.A.J. 876 (1949); Darrell in ProBLEMS or CONSCIENCE 19 (1953) ; cf. Decision 18, 
A.B.A., DRINKER, id. at 285. And consult ANNUAL STATEMENT [1953] or GENERAL COUNCIL 
OF THE BAR (ENGLAND) 20. 

71 The 1954 Code is a wholesale surrender to the practice of stuffing the statute with 
detail. 

72 Darrell in PROBLEMS OF CONSCIENCE 22 (1953); Miller in Ethical Problems of Tax 
Practitioners, 8 Tax L. Rev. 20-21 (1951). Cf. Decision 20, A.B.A., DRINKER, op. cit. supra 
note 65, at 285, which is ambiguously reported and may mean nothing more than that a 
lawyer who is himself a member of a legislative committee should disclose his interest in 
pending legislation. 

73 Miller in Ethical Problems of Tax Practitioners, 8 Tax L. Rev. 20 (1952) (improper 
to lobby in behalf of a client for legislation in which lawyer does not himself believe). The 
very fact that everybody who participates in presentations before legislative committees 
or commissions is commonly called a ‘‘witness’’ points in this direction. Suppose a lawyer 
believes in the validity of pending legislation which will harm the immediate interests of a 
client. Is the lawyer free to advocate passage? Darrell in PROBLEMS OF CONSCIENCE 22-23 
(1953), answers affirmatively but adds that the lawyer is free to hold his peace as well. 
Smith, moved by the obligation of fidelity to clients, either present or past, doubts the 
lawyer’s conscientious freedom of advocacy in the situation suggested. PROBLEMS or Con- 
SCIENCE 42 (1953). 
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sound. A man run down by a motor vehicle knows he has something 
to complain about. Yet the enterprising lawyer is forbidden to bustle 
up with proposals of monetary balm. Many a promising potential 
taxpayer client may not know that he has been technically hurt un- 
less somebody better versed respecting revenue law tells him. All the 
more, then, under such circumstances there is no proper room for 
stimulating legalistic inducement. But only a step beyond the obvi- 
ous lie debatable cases, with little guiding authority.” 

As to unprofessional advertising and kindred activities or rela- 
tionships, we find much more documentation.” But we also find here 
some questioning whether the Canons in existing form are a proper 
answer to modern needs and whether their interpretation may not 
have been on some occasions too technically niggling. 

The demands for professional fidelity to clients’ interests and for 
avoidance of deceit appear as frequently conflicting forces.” Their 
acceptable resultants have been all too little manifested. 

We have indeed, then, sound reason to try for a better set of steer- 
ing directions. The writer ventures two suggestions, neither of them 
startlingly original : 

First, a suggestion for systematic individualized approach. It may 
well be reckoned that the lawyer who went through such a harrow- 
ing experience in the Baldwin case was never caught by that snare 
again. If on any other occasion he gave similar conveyancing advice 
to a client, he very likely accompanied the advice with explicit state- 
ments as to what he would consider his duties of disclosure and 
silence in connection with tax controversies. If the client balked, 
the lawyer’s plain path to safety was withdrawal from the transac- 
tion. 

Since the Baldwin facts and opinions have been published for all 
to read, the rest of us need not risk like doubt and peril even once. 
And since any lawyer to be worth his salt in modern American taxa- 
tion must have developed with growing experience a wise practice of 
constructive imagination, there is nothing to prevent him for himself 
or his firm from framing a code of conscience with respect to tax pro- 
cedures. Even without more than long-range self-interest in mind, 
such a code will rise considerably above minimum legality and mini- 
mum ethical level. The framer, if he is wise, will sedulously arrange 
for preservation of what has been termed above a precious profes- 
sional property—justified reliance upon his probity by the Service. 





74 See pp. 31-33 supra. 
75 See pp. 33-35 supra. 
76 See pp. 35-45 supra. 
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As a matter of fact, it is perfectly clear that plenty of lawyers’ con- 
sciences operate independently of materialistic self-interest.” Nor 
are clients unmoved by similar impulses. According to one practi- 
tioner who deliberately stepped up the practice of his own office, ‘‘... 
we have tried out our higher code on our clients, and they seem to 
like it.’’ 8 

Second, there might perhaps be a systematic group approach. 
Available evidence does not hold out lively hope for any rapid as- 
semblage of a code of tax practice conscientiousness through the 
work of established bar association Committees on Professional 
Ethics. With more than 40 years of federal income tax experience in 
their background, and a far longer experience of taxation in general, 
these groups have produced exceedingly few Opinions or Rulings 
which really illuminate the dark recesses of our field.”® This is said 
in no carping spirit. Members of these Committees are not normally 
tax experts. That portion of the bar which specializes in tax matters 
has become more and more sharply aware of increasing peculiarity 
in its practice. Not only has growing complexity made the subject- 
matter largely unintelligible to the non-specialist, but the interrela- 
tionships, habitudes, and conventions of the field are unique.® Hence, 
these specialist practitioners feel comparatively slight incentive to 
refer their conscientious doubts to Committees on Ethics having gen- 
eral jurisdiction. 

What they have done with significant recent frequency is to talk 
over doubts and worries among themselves.*! What they might en- 
thusiastically welcome would be a specially skilled and accessible 
Ethics Committee, specifically, perhaps, within the framework or 
drawn from the membership of the Section of Taxation of the Ameri- 


77 Take collectively the expressions of opinion listed in note 6 supra. None of them is 
mealy-mouthed, but all show conscientious sensitivity. 

78 Merle H. Miller in Ethical Problems of Tax Practitioners, 8 Tax L. Rev. 32 (1952). 

79 The index of DrInKER, LEGAL Eruics (1953) contains no heading ‘‘ Tax’’ or ‘‘ Taxa- 
tion’’; the index of the recent valuable collection of New York Opinions described in note 
12 and gratefully used in this investigation does mention tax specialists, but almost exclu- 
sively in the context of notes 30 et seq. supra which do not treat the really engrossing prob- 
lems of tax practice. 

80 To be sure, taxation fills one of the oldest and most important niches of administra- 
tive law and therefore comes under a broadly inclusive heading. Theoretical classification 
and practical operation, however, are entirely different matters. A public utility or labor 
law expert would be staggered by the technique of tax procedure and vice versa. 

81 The text and notes of this paper sufficiently indicate both solo exposition and multiple 
discussion. But more goes on than is embodied in occasional writings and fitful meetings. 
The Boston Tax Forum, to which the writer belongs, meets regularly throughout the most 
active part of the lawyers’ year. Scarcely a meeting passes without discussion of some point 
of conscience. Like organizations can be found in other cities. 
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can Bar Association. Such a proposal calls for cautious handling. It 
carries a hint of secession and suggests the risk of rivalry and dis- 
sent in relation to a valuable body of ethical precept already built 
up. Bickering over a topic on which there should be the closest possi- 
ble harmony would be most unfortunate. 

But two obvious factors suggest the desirability of segregation. To 
begin with, the Canons of Professional Ethics are directed princi- 
pally, though not entirely,** toward lawyers’ duties in connection 
with judicial controls. The persistently peculiar problems of taxa- 
tion, as explicitly indicated above,** have to do with administrative 
controls, relationships, and procedure. Secondly, tax specialists in 
their most important relationship with the Treasury are subject to 
the somewhat distinctive code of conduct embodied in Circular 230. 
With respect to professional ethics this Circular makes two sets of 
demands: (1) it embodies by reference the standards of the Canons 
of Professional Ethics ;** and (2) its own special provisions imply an 
obvious, if somewhat haltingly and enigmatically expressed, view 
that the enrolled Treasury attorney owes, when dealing with revenue 
matters, important additional obligations.* The full connotations of 
demand (2) urgently need to be spelled out.*® 

So far as the American Bar Association is concerned, it seems rea- 
sonably clear that the Committee on Professional Ethics and Griev- 
ances as now functioning cannot properly be charged with the job. 
Specialized training and acquaintance with masses of specialized 
materials are required. Might not an appropriately empowered 
Committee within or drawn from the Section of Taxation, quite con- 
trary to being a harmful rival, prove a helpful and constructive sup- 
plementary agency? 


82 Note Canon 26, headed Professional Advocacy Other Than Before Courts. With emi- 
nent propriety this requires such advocacy to be open and aboveboard; that generality 
alone, however, comes nowhere near covering the conscionable aspects of administrative 
procedure. 

88 See pp. 43-45 supra. 

84 Circular 230, § 10.2(z). 

85 Id. §§ 10.2(c), (d), (e), (g), (i), (5), (x), (1), (m), (n), (p), (t), (a), (¥), (Ww), and 
10.10(b) passim. Some of these provisions seem repetitive of the Canons, but others are not. 

86 And in the long run made definitely authoritative by rewording the Circular. 
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Testamentary Gifts of Income 
to Charity 


JOHN W. DRYE, JR. 


A GREAT deal has been written about the tax advantages to be 
gained by making inter vivos gifts to charity of the income from 
property. Before enactment of the 1954 Code the donor could obtain 
a so-called double income tax deduction by reason of the same gift. 
He could deduct the present value of the gift of the income to charity 
at the time he made it ; when the income was received by the charity, 
he did not have to include it in his income tax return. 

An example of the income tax saving that was obtainable is that of 
a taxpayer in the 90 per cent bracket who transferred stock worth 
$10,000 to a trust, to pay the income therefrom to charity for ten 
years and ten days.’ The value of the charitable deduction for income 
tax purposes was $2,917.47. At the 90 per cent rate the charitable de- 
duction reduced the taxpayer’s income tax liability by $2,625.72. If 
rather than making the gift, the taxpayer had received dividends of 
five per cent on the stock over the ten-year period, he would have re- 
ceived a total of $5,000; after taxes he would have had only $500 re- 
maining. Thus, by making the gift to charity, the taxpayer gained 
about $2,100. If this saving in cash had been invested in state or mu- 
nicipal securities yielding three per cent, the gain for the period 
would have been about $2,800. 

Section 170(b)(1)(D) of the 1954 Code denies the income tax de- 
duction for the present value of the right to the income in all cases 
in which the grantor transfers property to a trust to pay the income 
to charity and retains a reversionary interest worth more than five 
per cent of the value of the property; and in the case of such a re- 
versionary interest, section 673(b) taxes the income of the trust to 
the grantor if the charity’s right to receive the income is for a period 
of less than two years. Under present law the tax-saving effect of the 
double charitable deduction can still be obtained for a family group 
if the donor is willing to give the remainder away. Such a disposition 


JouNn W. Drve, JR. is a member of the firm of Kelley, Drye, Newhill & Maginnes, New 
York City. 

1 The ten-year period was required under the Treasury’s Clifford regulations to pre- 
vent the income from the trust from being taxed currently to the grantor. Reg. 118, See. 
39.22(a)-21. See Rev. Rul. 194, 1953-2 Cum. Buu. 128. See, however, Comm’r v. Clark, 
202 F.2d 94 (7th Cir. 1953). 
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of the remainder may have the effect of incurring some gift tax (de- 
pending on a number of factors), but the ultimate saving in estate 
taxes would in most cases more than offset any economic loss from 
the payment of the gift tax. It should be noted, however, that section 
9 of the Mills Bill would extend section 170(b)(1) to prohibit the 
charitable deduction for gifts in trust made after December 31, 1956 
when the donor’s spouse, ancestors, or descendants have remainder 
interests in the property transferred worth more than five per cent.’ 

While the tax effects of a testamentary gift to charity of ‘‘income 
in respect of a decedent’’ have been discussed in papers on the sub- 
ject,® the tax literature contains practically nothing about bequests 
to charity of income from property. Yet, if, as seems clear, the value 
of such a gift is deductible for estate tax purposes, this form of gift 
can be used effectively to preserve wealth within a family group. 
Like the inter vivos gift to charity of income from property, the tes- 
tamentary gift of income gains, in effect, a double tax deduction. The 
present value of the gift is an estate tax deduction. As the income is 
received by the tax-exempt charity and not by testator’s taxable 
beneficiaries, no income tax is payable thereon. 

Because of this double tax effect, the gift is most valuable where 
the family enjoys great wealth. Take, for example, a widow whose 
$11,000,000 net taxable estate is in the 81 per cent combined federal 
and New York estate tax brackets. Assume that she has one son who 
has substantial income of his own. If the widow leaves her entire 
estate to her son, he will receive $3,880,000 after taxes. If she leaves 
the income from $1,000,000 of her estate to charity for five years and 
the remainder to her son, he will receive $872,000 less on her death. 
But because the son will receive the additional $1,000,000 after five 
years, he will gain $128,000 after estate taxes. 

The son’s loss of spendable income on $872,000 for five years must 
be deducted from the estate tax saving to determine his economic 
gain or loss. If he is in the 90 per cent income tax bracket and invests 
the $872,000 in taxable securities yielding five per cent, he would have 
about $22,000 to spend at the end of five years. Only if he invests the 
$872,000 in tax-exempt securities yielding about two and eight-tenths 
per cent interest, compounded annually, would he have spendable in- 
come of $128,000. 


2 H.R. 8381, 85th Cong., Ist Sess., introduced June 26, 1957. Sections 170(b) (1) of the 
Code and 9 of the Mills Bill in terms apply only to transfers in trust. Quaere: Would a 
charitable deduction be available for the value of a legal life estate or term for years trans- 
ferred to charity, when the transferor retains or gives to his spouse, ancestors, or descend- 
ants an interest in the property exceeding five per cent? 

3 Drye, The Taxation of a Decendent’s Income, 8 Tax L. REv. 201 (1953). 
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The rate of yield to the son on the amount of principal which he 
must give up at his mother’s death remains about the same, regard- 
less of the duration of the charity’s interest. The size of the bequest 
and the term of the gift to charity may therefore be determined pri- 
marily in the light of the family’s present and future financial re- 
quirements. 

The tax-free yield decreases for smaller estates. The approximate 
compound interest yield can be found by multiplying the three and 
five-tenths per cent interest rate used in the Treasury’s tables by the 
combined rate of estate tax which would be payable with respect to 
the value of the charitable bequest if it were not made.* Thus, a gift 
of income to charity from an estate in the 70 per cent combined estate 
tax bracket ($5,000,000 to $6,000,000) will yield the remainderman 
about two and four-tenths per cent, compounded annually. The yield 
falls to nearly two per cent for an estate in the 60 per cent bracket 
($3,000,000 to $3,500,000). 

The foregoing discussion considered the effect of adding a chari- 
table gift of income to a Will that previously contained no provision 
for charity. Where a gift of income to charity is substituted for an 
outright charitable bequest or devise in a Will, the remaindermen of 
smaller estates will receive the same raté of return as the remainder- 
men of very large estates.’ For example, assume that the will of a 
testator disposing of a $1,000,000 estate contains a bequest of $10,000 
to charity. The testator alters his Will to provide for a bequest of in- 
come to charity which, according to the Treasury’s tables, will be 
equal in value at date of death to $10,000. If he selects ten years for 
the duration of the charity’s interest, he will have to set aside prin- 
pal in the amount of $34,355 to obtain a $10,000 deduction. His bene- 
ficiaries will receive $24,355 less at his death, but $10,000 more ten 
years later. This is equivalent to a tax-exempt yield of three and five- 
tenths per cent compounded for ten years on the $24,355. In the ten- 
year period, the charity will receive $12,025 on the basis of a three 
and five-tenths per cent return. 

When a bequest of income to charity is substituted for a bequest 
of principal, the estate tax remains the same because the amount of 

4 For example, if a bequest of income falls entirely within the 81 per cent bracket, the 
yield to the remainderman is approximately 2.835 per cent. The yield is in fact slightly 
higher than this because New York uses a four per cent table for computing the value of 
income and remainder interests. The actual yield to the remainderman from a one-year 
bequest of income to charity which falls into the 81 per cent estate tax bracket is 2.88 per 
cent. However, because the yield decreases very slightly as the period of the bequest of in- 
come to charity increases, the more conservative 2.835 per cent or even 2.8 per cent yield can 


be used as a practical matter. 
5 A slight exception arises from the higher interest rate used for New York estate tax 
valuation purposes. This will produce a higher yield for beneficiaries of a larger estate. 
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the charitable deduction remains the same. The three and five-tenths 
per cent compound interest yield will be obtained for the remainder- 
men, regardless of the size of the gift and throughout any period 
selected for the charity’s income interest. The reason is that the eco- 
nomic effect on a testator’s family of an outright bequest to charity 
is the same as a 100 per cent estate tax on the amount of the bequest, 
regardless of the size of the estate. Consequently, the family obtains 
the full benefit of the conversion of the present value of future tax- 
able income into non-taxable principal through the mechanism of the 
estate tax charitable deduction. 

The discussion thus far has dealt with dull mathematical formulae. 
They do not reflect some of the more important considerations that 
arise in the practical planning of an estate. 

In essence, any gift of income to charity involves foregoing in- 
come to increase principal. In these days of high income taxes, the 
situations are numerous where little is gained by increased income, 
and substantial benefits accrue from additions to capital. Perhaps 
the greatest potential lies in those cases where the testator’s estate 
is invested in property which it is calculated will appreciate substan- 
tially over the years. Preserving principal to benefit from this ap- 
preciation can far outweight any tax-free income plan. Figures 
compiled recently on an investment in one of our large corporations 
showed an average rate of appreciation over a long period of time of 
7 per cent a year. Assuming this conservative rate of growth, the 
principal conserved for five years would increase by 35 per cent. How 
much more intriguing the figures become as the rate of growth or 
appreciation is stepped up. 

But anticipated appreciation is not the only consideration. There 
may be other reasons for desiring to retain as much of the estate as 
possible under family control. A usual problem involves giving up 
voting rights or control of property. 

Because of the tax advantages of the testamentary gift of income 
to charity, it seems worthwhile to review its deductibility under fed- 
eral and New York estate tax laws, to outline the limitations imposed 
upon it by the substantive law, and to point out certain practical 
problems which should be considered in determining the form the 
gift should take. 


Estate Tax Depuctismity 
The federal estate tax deductibility of the value of a testamentary 
gift of income to charity is not open to serious question. The basic 


authority for the deduction is found in the very general language of 
section 2055 of the 1954 Code: 
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... the value of the taxable estate shall be determined by deducting from 
the value of the gross estate the amount of all bequests, legacies, devises or 
transfers. ... 


(2) to or for the use of any corporation organized and operated exclu- 
sively for religious, charitable, scientific, literary or educational purposes. .. . 


The language of this section is substantially identical with the cor- 
responding provisions of earlier estate tax laws commencing with 
the Revenue Act of 1918.° 

The Proposed Regulations under the 1954 Code dealing with 
transfers for both charitable and private purposes contain substan- 
tially the same language as corresponding regulations issued under 
the 1939 Code? and, indeed, under the Revenue Act of 1918.* They 
state: ° 


If a trust is created or property is transferred for both a charitable and 
a private purpose, deduction may be taken of the value of the charitable 
beneficial interest only insofar as that interest is presently ascertainable, 
and hence severable from the noncharitable interest. The present value of 
a remainder or other deferred payment to be made for a charitable pur- 
pose is to be determined in accordance with the rules stated in sec. 20.2031-7. 
[Valuation of annuities, life estates, terms for years, remainders and rever- 
sions] Thus, if money or property is placed in trust to pay the income to 
an individual during his life, or for a term of years, and then to pay the 
principal to a charitable organization, the present value of the remainder 
is deductible. ... 


A gift of income is essentially a series of deferred payments; 
so this language is in terms broad enough to authorize the deduction 
of the value of such a gift to charity. Yet except for the Proposed 
Regulations under the 1954 Code published in the Federal Register 
on October 16, 1956, no Regulations have been found which expressly 
mention that a gift of income to charity could qualify as an estate tax 
deduction. It is true that the blessing now given is stated negatively, 
but even in such form its effect is one of unqualified approval: *° 


The deduction is not allowed in the case of a transfer in trust convey- 
ing a present interest in income if by reason of all the conditions and cir- 
cumstances surrounding the transfer it appears that the charity may not 
receive the beneficial enjoyment of the interest. For example, assume that 
assets placed in trust consist of stock in a corporation controlled by the de- 
eedent and his family, that the trustees and remaindermen are likewise mem- 
bers of the decedent’s family, and that the governing instrument contains 


6 T.R.C. § 403(a) (3) (1954). 

7 Reg. 105, Sec. 81.44. 

8 Reg. 37, Art. 53. 

9 Proposed Reg. Sec. 20.2055-2(a) (1956). 
10 Proposed Reg. Sec. 20.2055-2 (b) (1956). 
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no adequate guarantee of the requisite income to the charitable organiza- 
tion. Under such circumstances, no deduction will be allowed. Similarly, 
if the trustees were not members of the decedent’s family but had no power 
to sell or otherwise dispose of the closely held stock, or otherwise insure the 
requisite enjoyment of income to the charitable organization, no deduction 
will be allowed. 


In other words, if at the time of decedent’s death the charity can ac- 
tually expect to receive the income, the deduction will be allowed. 

Direct support is also found in the very few estate tax cases which 
have thus far considered the question. In all three of the cases ques- 
tions with respect to the certainty or extent of the bequest prompted 
the litigation, but with these questions determined, the deduction was 
allowed almost as a matter of course. In Dugan v. Miles ™ the value 
of the income on $250,000 to be accumulated during the life of testa- 
tor’s widow for distribution to charity reduced the gross estate. She 
was given a power of appointment, with the request that the princi- 
pal be given to charity. A deduction for the value of the property 
subject to the power was disallowed. In Estate of Mary V. Eagan ™ 
the value of a bequest of income to charity for a term certain, about 
26 years, was held deductible. Thereafter the income was payable to 
testatrix’s two grandchildren during their lives, with remainder 
over to the grandchildren’s descendants. The Board found that de- 
ductibility was not affected by the power of the Executor to apply 
part of the annual income for the grandchildren in case of their ‘‘ac- 
tual need’’ when the possibility was remote that the income would 
ever be used for that purpose. The Commissioner acquiesced.’* And 
in Bishop v. Commissioner * deduction was allowed for the value, 
measured by the life expectancy of a friend of the testatrix, of cer- 
tain real property and the income from $400,000 devised and be- 
queathed to testatrix’s son and the friend for the life of the friend, 
‘*so long as they and she will continue to use [the property] for mis- 
sion work.’’ Here the Commissioner did not acquiesce," presumably 
on the ground that the charitable bequest had no ascertainable value 
at death because the son and friend could have terminated use of the 
property for mission work at any time. 

The gift tax and income tax fields provide indirect support for the 
deductibility of the gift. The charitable deduction provisions of these 
laws are practically identical with the estate tax charitable deduc- 


11 292 Fed. 131 (4th Cir. 1923). 
12 18 B.T.A. 875 (1930). 

13 [X-2 Cum. BuLL. 30 (1930). 
14 23 B.T.A. 920 (1931). 

15 X-2 Cum. Buu 81 (1931). 





} 





ac- 


ich 
es- 
ted 
vas 
lue 
ta- 
she 
1ci- 
rty 
n 12 
out 
. to 
ler 
de- 
ply 
ac- 


ald 





1957] TESTAMENTARY GIFTS OF INCOME TO CHARITY 55 


tion section ** and should, therefore, be similarly interpreted. The 
Treasury has ruled that the value of an inter vivos gift of income to 
charity for a term certain is deductible for income tax purposes,** 
and in 1954 Congress recognized such deductibility by denying the 
deduction for certain transfers in trust.** The Proposed Regulations 
under the 1954 Code with respect to gift tax are substantially the 
same as the Proposed Regulations concerning estate tax and, like 
them, recognize the deductibility of a gift of income by denying 
the deduction in circumstances making it unlikely that the charity 
will actually receive such income.’® In Martha F. Mason * it appears 
that the Commissioner allowed a gift tax deduction for the value of 
certain annuities transferred to a trust for the benefit of charity dur- 
ing the grantor’s life. 

The charitable deduction section of the New York estate tax law ** 
contains the same language as that in the Code. There are no pub- 
lished decisions, but presumably the state law will be interpreted in 
the same way as the federal. 


16 Following is the pertinent portion of the section dealing with gift tax: 

**See. 2522(a). In computing taxable gifts for the calendar year, there shall be al- 
lowed as a deduction in the case of a citizen or resident the amount of all gifts made dur- 
ing such year to or for the use of—... 

**(2) a corporation, or trust, or community chest, fund, or foundation, organized 
and operated exclusively for religious, charitable, scientific, literary or educational pur- 
poses....’” 

Income tax section 170(a)(1) (1954) provides in part: 

**See. 170(a) (1). There shall be allowed as a deduction any charitable contribution 
(as defined in subsection (ce)) payment of which is made within the taxable year. 

**(e) For purposes of this section, the term ‘charitable contribution’ means a con- 
tribution or gift to or for the use of—... 

**(2) a corporation, trust or community chest, fund or foundation—... 

‘¢(B) organized and operated exclusively for religious, charitable, scientific, lit- 
erary or educational purposes or for the prevention of cruelty to children or animals. .. .’’ 
17 Rev. Rul. 194, 1953-2 Cum. Butt. 128. 
18 .R.C. § 170 (b) (1) (D) (1954). The Proposed Regulations thereunder state: 

‘*See. 1.170-2(d). The value of property transferred to an express or implied trust, 
the corpus or income of which is certain to be paid over to a charitable organization or 
used for charitable purposes as described in section 170(¢), would constitute a charitable 
contribution under section 170(a). However, no charitable deduction will be allowed for 
the value of property transferred in trust after March 9, 1954, if the grantor at the time of 
transfer has a reversionary interest in the property or its income worth more than 5 per- 
cent of the total value on which the charitable deduction would otherwise be determined.’’ 
See also the example in the Senate Report of a five-year trust to pay income to charity where 
the grantor retained a reversionary interest in excess of five per cent. 8. Rep. No. 1622, 83d 
Cong., 2d Sess. 209 (1954). 

19 Proposed Reg. Sec. 25.2522 (a)—2(1956). 
20 46 B.T.A. 682 (1942). 
21 N.Y. Tax Law § 249-s provides in part: 

‘¢ For the purpose of the tax the value of the net estate shall be determined by deduet- 
ing from the value of the gross estate: ... 

‘*3. The amount of all bequests, legacies, devises, or transfers .. . to or for the use 
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State Law RequirEMENTS 


Apart from the rule against perpetuities, the only New York limi- 
tation on testamentary gifts of income seems to be in section 17 of 
the Decedent Estate Law, which forbids the grant of more than one- 
half of a decedent’s estate to charity if a spouse, parent, or descend- 
ant objects. This section appears to have been drafted with gifts 
of remainders to charity in mind. It may be assumed, however, that 
gifts of income would be valued in a similar way, 7.e., actuarially and 
by compounding interest. 

A bequest of income from a New Youx trust to charity during one 
or two lives in being at a decedent’s death presents no technical prob- 
lems to the draftsman. Such a gift may be useful where the testator’s 
children are so well provided for that his major concern is to pass his 
wealth on to more remote descendants. 

It would seem, however, that in most cases a gift of income to a 
charity for a term certain will prove more advantageous to a testa- 
tor’s non-exempt beneficiaries than a gift measured by a life or lives. 
In the first place, mortality tables lag behind medical success in in- 
creasing longevity. A life selected to measure the duration of the 
charity’s interest will more probably extend beyond the Treasury’s 
prediction than terminate before it. Secondly, the expectancy will de- 
crease during the testator’s life, necessitating constant revision of 
the Will if maximum benefit is to be achieved for both charitable and 
non-exempt beneficiaries. Thirdly, the person whose life measures 
the bequest may die or become incurably ill before the testator dies. 
In the former case, the charity will be entitled to nothing and no 
charitable deduction will be obtained; in the latter case, under the 
rule of the Butler * line of decisions, the charity’s interest will not 
be determined by actuarial tables but by the predictable duration of 
the life of the incurably ill person. Finally, a term certain gives a 

more exact basis for the beneficiaries to make their financial arrange- 
ments. 

In states where the common law rule against perpetuities applies, 
there should be no problem in providing that the income from a trust 


of any corporation, wheresoever incorporated or located, organized and operated exclusively 
for religious, charitable, scientific, literary, patriotic, historical, bar association, or educa- 
tional purposes, ... or to a trustee or trustees, ... but only if such contributions or gifts 
are to be used by such trustee or trustees, .. . exclusively for religious, charitable, scientific, 
literary, patriotic, historical, bar association, or educational purposes, or for the prevention 
of cruelty to children or animals, and no substantial part of the activities of such trustee 
or trustees, or of such fraternal society, order, or association, is carrying on propaganda, 
or otherwise attempting, to influence legislation... .’’ 
22 Estate of Nicholas Murray Butler, 18 T.C. 914 (1952). 
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shall be paid to a charity for any period in gross up to 21 years. This 
bequest may be superimposed without difficulty upon a testator’s 
plan for the disposition of his property among the members of his 
family, provided that all interests vest at or before the end of the 
permissible period—lives in being at the testator’s death plus 21 
years. 

There is no such certainty under New York law. Prior to 1893 
trusts for charitable purposes were void unless they satisfied all the 
rules relating to trusts for private purposes. They could not suspend 
the absolute power of alienation beyond the New York permissible 
period and they had to have definite beneficiaries.”* The latter re- 
quirement was usually sufficient to strike down any charitable trust. 

In 1893 the legislature enacted what are now sections 12 of the Per- 
sonal Property Law and 113 of the Real Property Law.” Section 12 
of the Personal Property Law provides in part: 

No gift, grant, or bequest to religious, educational, charitable, or benevo- 
lent uses, which shall in other respects be valid under the laws of this state, 
shall be deemed invalid by reason of the indefiniteness or uncertainty of the 
persons designated as the beneficiaries thereunder in the instrument creating 
the same. 


It was early considered that although trusts for charitable pur- 
poses were no longer required to have definite beneficiaries, they still 
had to conform to the New York rule against perpetuities.*» How- 
ever, in Allen v. Stevens * the Court of Appeals held that charitable 
trusts are valid though they suspend the absolute power of aliena- 
tion beyond two lives in being. Since that time, trusts to pay only in- 
come in perpetuity to charity have been held valid." 

In the one case found which squarely presented the issue of a be- 
quest of income for a limited period of time, the Surrogate of Kings 
County held a trust valid which directed payment of income for 
charitable purposes for 30 years. The Court justified its conclusion 
as follows: * 


23 See, e.g., Whiteside, Suspension of the Power of Alienation in New York, 13 CoRNELL 
L.Q. 31, 37-38 (1927). 

24 Laws of 1893, ¢.701. 

25 FowLER, THE LAW OF CHARITABLE USES, TRUSTS AND DONATIONS IN NEW YORK 98, 
106, 110 (1896) ; CHAPLIN, ExpRESS TRUSTS AND PowERs 393 (1897). 

26 161 N.Y. 122, 55 N.E. 568 (1899). 

27 See, e.g., Matter of Olmstead, 131 Mise. 238, 226 N.Y. Supp. 637 (Surr.Ct. Del.Co. 
1928) in which a trust was created to pay ‘‘the income only’’ to a named charity. 

28 Matter of Fleishfarb, 151 Misc. 399, 401, 271 N.Y. Supp. 736 (1934). In Matter of 
Berry, 154 App. Div. 509, 139 N.Y. Supp. 186 (1st Dep’t 1913), aff’d, 209 N.Y. 540, 102 
N.E. 1099, the Court held void a trust for a five-year term, to pay one-half the income to the 
‘«Employees Benefit Association of the Department Store of Simpson, Crawford Company, 
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The syllogism demonstrating the conclusion of the validity of the chari- 
table uses attempted to be set up in the will at bar requires merely the addi- 
tional notation of the geometric truism that a part cannot be greater than 
the whole. Since the testator could validly have directed that the income 
of the specified funds should be devoted to the prescribed purposes for all 
eternity, without measurement of lives, it is obvious that he was within 
his rights in making such a direction for a lesser portion thereof, namely, 
for a specified number of years. It follows that the primary charitable uses 
of these two trusts should be upheld. 


The testator provided for vesting the remainder of one trust at the 
expiration of the thirty-year period among the ‘‘then living female 
grand-children’’ of named persons; the remainder of the other trust 
was limited to the ‘‘then living children’’ of another named person. 
The Court held these remainders void for remoteness, stating: 7° 


. .. Since the remainders given to the children and grandchildren of the 
named persons who may be living at the end of thirty years from testator’s 
death are class gifts .. ., they are future contingent bequests to those per- 
sons who may answer the respective descriptions at that time . . ., and cannot 
be demonstrated to vest within two lives in being at testator’s death. 


The Surrogate held, however, that the remainders passed under the 
residuary clause of the will in equal shares, one-third to testator’s 
brother and one-third to the children of each of his two predeceased 
sisters, per stirpes. These residuary gifts vested immediately on 
testator’s death, obviously within the permissible period. 

If this decision is correct—and logic in the light of the history of 
the New York law respecting charitable uses supports it—it follows 
that a trust may be created in New York to pay the income to charity 
for the duration of any number of lives or for a period not measured 
by any life or lives. Care must be exercised, however, in disposing of 
the remainder. A grant of income to a charity for five or ten years, 
with remainder over to the decedent’s issue, per stirpes, living at the 
end of the term or at the death of the survivor of his two youngest de- 
scendants in being at the time of his death, whichever first occurs, 
would seem to be valid, both as to the bequest of income to charity 
and the bequests in remainder. It should not matter that the remain- 


of New York City’’ and the other half to the ‘‘ Employees Benefit Association of the 14th 
Street Store, in New York City’’; the remainder was given to the Lutheran Hospital. The 
Court held that the remainder, being vested, could be accelerated after expunging the five- 
year trust for the employees. The Respondent’s Points in the Court of Appeals reveals that: 
‘¢The two employees’ benefit associations mentioned in the tenth clause of the Will are ad- 
mittedly non-charitable in purpose, and the five-year trust for their benefit is concededly 
void.’’ (Respondent’s Points, id. at p. 3). This case is, therefore, not inconsistent with the 
Fleishfarb case. 
29 Matter of Fleishfarb, 151 Misc. 399, 402, 271 N.Y. Supp. 736 (1934). 
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der interests do not vest in possession or enjoyment; so long as all 
interests vest in ownership within the statutory period, the New 
York rule would seem to be satisfied. 

Some draftsmen may not be willing to rely upon the Fleishfarb 
case, no matter how sound it appears; it does not have the authority 
of an appellate court decision, and the point involved is novel. 

If the draftsman of the Will of a New York resident who wishes to 
give charity an interest for a term certain desires to explore the 
problem further, three other possibilities are suggested, none of 
them entirely satisfactory, however. The first is to give the charity 
an income interest or an annuity interest in a trust for the shorter of 
(a) aterm certain and (b) the lives of two specified persons ; the sec- 
ond is to give the charity a legal estate for years; and the third is to 
give the charity an equitable charge on the property for a term cer- 
tain and in an amount certain per year. 

The gift to charity of the income or a sum certain, payable first out 
of the income and then out of the principal of a trust for a term cer- 
tain but not longer than a life or two lives in being, will create no 
problems under the New York rule against perpetuities. It will, how- 
ever, reduce the estate tax charitable deduction in an amount deter- 
mined by the length of the charity’s interest, the number of lives 
chosen to measure the duration of the trust, and their ages.*° The pre- 


30 The following table shows the reduction in the federal estate tax charitable dedue- 


tion for a gift of the income from $1,000,000 to charity for various terms when limited by 
a life or lives (joint and survivor) of persons of different ages: 


Age of Person 





or Persons Whose Charitable 

Term (Years) Lives Measure Trust Deduction Reduction 

5 certain $158,027 
5 20 157,367 $ 660 
5 20-20 158,025 2 
5 50 154,077 3,950 
5 20-50 158,004 23 

10 certain 291,081 
10 20 288,579 2,502 
10 20-20 291,060 21 
10 50 275,212 15,869 
10 20-50 290,889 192 

20 certain 497,434 
20 20 488,131 9,303 
20 20-20 497,007 427 
20 50 433,279 64,155 
20 20-50 495,523 1,911 


(U.S. Lirg AND ACTUARIAL TABLES (1939-41), Table R, Formula X (three and one-half 
per cent interest). : 
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ceding table *' indicates that two lives should always be used to ob- 
tain the maximum charitable deduction. As the table also indicates, 
if an older life is needed to make sure that the remainder passes to 
the persons testator wishes, a young life should be added to measure 
the duration of the trust. In such a case, the trust limitation might 
read as follows: 


I give the trust estate to my trustees to pay the income therefrom to X 
charity for ten years or until the prior death of my son A [aged 50] and 
my grandson B [aged 20]. If my son A is living at the expiration of such 
ten-year period, I direct my trustees to pay the income from the trust estate 
to him for the balance of his life, and on his death to pay over and deliver 
the trust estate to his descendants surviving him, in equal shares, per stirpes. 
If my son A dies before the expiration of such ten-year period, I direct my 
trustees to pay over and deliver the trust estate at the end of such term 
or upon the death of the survivor of my son A and grandson B, whichever 
first occurs, to the descendants of my son A living at that time, in equal 
shares, per stirpes. 


A legal estate in real or personal property for a term of years is 
alienable and therefore does not suspend the absolute power of alie- 
nation for any period.*” Care must be taken to vest contingent re- 
mainders within the permissible period, 7.e., during or at the end of 
two lives in being at testator’s death.** A major objection to the be- 
quest of a legal estate for years, as to the bequest of a legal life estate, 
has been insufficient protection to the remaindermen.* This objection 
loses most of its force if a responsible charity is the tenant for years. 
Indeed, if his estate is sufficiently large to justify the planning in- 
volved, the testator can insure the necessary protection for his re- 
maindermen and have his investment policies followed substantially 
to the same extent as through a strict testamentary trust by making 
the gift to a charitable trust or foundation established by him during 
his life. He may name trustees in whom he has confidence. 

31 Tbid. 

82 Cf. N.Y. REAL Property Law § 59: ‘‘ An expectant estate is descendible, devisable and 
alienable, in the same manner as an estate in possession.’’ Sections 15 of the N.Y. PErRSonAL 
Property LAw and 103 of the N.Y. REAL Property Law have no application because there 
is no trust. They state, in part, respectively: 

‘*The right of the beneficiary to enforce the performance of a trust to receive the in- 
come of personal property, and to apply it to the use of any person, can not be transferred 
by assignment or otherwise.’’ 

‘*The right of a beneficiary of an express trust to receive rents and profits of real prop- 
erty and apply them to the use of any person, can not be transferred by assignment or 
otherwise. ...’? 

33 N.Y. REAL Property Law § 46. 

84 Since 1940 section 169-a of the Surrogate’s Court Act has required the posting of a 
bond by a legal life tenant who is entitled to the possession or control of property, exeept 
where the Will otherwise provides. 
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In the event that the testator wishes to have the remainder held in 
trust, the instrument could read as follows: 


I give to X charity the use of $100,000 for ten years after my death. If 
my son A is living at the expiration of such ten-year period, I give the 
property to my trustees, hereafter named, to pay the income to my said 
son during his life, and the remainder to his descendants surviving him, 
in equal shares, per stirpes. If my son A dies before the expiration of such 
ten-year period, I give the property to his descendants surviving him, in 
equal shares, per stirpes. 


The absolute power of alienation is here suspended only during the 
life of the son. He cannot transfer his beneficial interest in the trust. 
The contingent remainder to the son’s descendants also suspends the 
absolute power of alienation, but it too would vest in interest at the 
end of his life, as indeed it must, within the allowable period. Conse- 
quently, the gift to the charity for ten years, the trust, and the re- 
mainder all seem valid. The difficulty is that no cases have been found 
involving testamentary gifts of property for a term of years. 

A testamentary gift of a legal life estate, the remainder to be held 
in a trust for two other lives in being, was sustained in Matter of 
Brewster.® The Court said: ** 


. . we conclude that there was no violation either of the rule against 
the suspension of the power of alienation . . . or of the rule limiting the 
remoteness of vesting . . . A life estate is always alienable, and, therefore, 
the estate to the widow for her life may be disregarded in applying the rule 
against the suspension of the power of alienation. The trust estate is to con- 
tinue for the life of the two daughters and will suspend the power of alien- 
ation for that time. There is a contingent remainder following the lives 
of the two daughters of such a character as to permit persons coming into 
being during the daughters’ lives to participate, and that too suspends the 
power of alienation during the lives of the two daughters, because until the 
death of both daughters it cannot be said who will ultimately receive the 
fee or even that those who are ultimately to take the fee are in being. But, 
on the death of the two daughters, irrespective of the life estate to the widow 
of the testator, the power of alienation will cease to be suspended and the 
remainder in fee will vest in interest. 


85 246 App. Div. 192, 283 N.Y. Supp. 707 (4th Dep’t 1935), aff’d, 271 N.Y. 599, 3 N.E.2d 
204 (1936). 

86 Matter of Brewster, supra note 35, at 196. To the same effect see Corse v. Chapman, 
153 N.Y. 466, 473, 47 N.E. 812 (1897); Bailey v. Bailey, 97 N.Y. 460, 470-471 (1884) ; 
Matter of Sisk, 197 Misc. 1086, 96 N.Y.S.2d 236 (Surr.Ct. Kings Co. 1950); Matter of 
Dorn, 167 Mise. 58, 3 N.Y.S.2d 404 (Surr.Ct. Bronx Co. 1938), aff’d, 255 App. Div. 973 (1st 
Dep’t 1938) ; U.S. Trust Co. v. Webb, 110 Mise. 683, 181 N.Y. Supp. 850 (Sup.Ct. N.Y.Co. 
1920) ; Matter of Hurlbut, 51 Mise. 263, 100 N.Y. Supp. 1098 (Surr.Ct. N.Y.Co. 1906). 
Contra: Church v. Wilson, 152 App. Div. 844, 137 N.Y. Supp. 1002 (4th Dep’t 1912), aff’d, 
209 N.Y. 553 (1912). See also Waxson Realty Corp. v. Rothschild, 255 N.Y. 332, 338, 174 
N.E. 700 (1931) (dissenting opinion). 
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As the quality of alienability is equally characteristic of a legal 
estate for a term of years, this decision provides logical support for 
the proposition that such an estate would be valid. 

The bequest of a sum certain may be charged upon any gift, includ- 
ing a gift in trust, for a term certain without violating the New York 
rule.** The theory is that the gift is a legacy payable in install- 
ments and hence alienable like any other legacy.** The annuity may 
not, however, be payable out of and be dependent upon trust income, 
for it will then become an inalienable interest which will suspend the 
absolute power of alienation for an unlawful period.*® But it may be 
payable out of income to the extent thereof and then out of princi- 
pal.*° 


Tue Form tHe Girt SHouutp TAKE 


The considerations affecting the choice between a bequest of in- 
come to charity for a life or two lives in being at decedent’s death and 
a gift of income for a term certain have been discussed. 

Assuming that a gift of income to charity fits usefully into a given 
testamentary scheme, the question will immediately confront the 
draftsman: should the charity be given a share of income or a sum 
certain per year in the form of an annuity? An income interest may 
be provided by creating a charitable trust for a specified number of 
years, by giving the charity a legal estate for years, or by making the 
charity an income beneficiary throughout, or for a term certain dur- 
ing, the existence of a trust measured by lives. An annuity, payable 
first out of income and then out of principal, may be given in the form 
of an equitable charge for a specified number of years or in the form 
of a definite annual sum payable throughout, or for a term certain 
during, the existence of a trust measured by lives. 

The bequest of an annuity of three and one-half per cent of the 
principal (the rate used to compute the charitable deduction) will be 
advantageous where the rate of return on principal proves to be in 
excess of three and one-half per cent. A trust of $2,000,000 subject to 
an annuity in favor of charity in the amount of $35,000 per year will 
provide the same estate tax charitable deduction as a bequest of one- 
half of the income from a $2,000,000 trust. If the trustee is able to ob- 
tain a four and one-half per cent yield for the trust, $55,000 per year 
may be paid to testator’s non-exempt beneficiaries after the annuity 


37 Wells v. Squires, 117 App. Div. 502, 102 N.Y. Supp. 597 (1st Dep’t 1907), aff’d, 191 
N.Y. 529, 84 N.E. 1117 (1908) ; Matter of Trumble, 199 N.Y. 454, 92 N.E. 1073 (1910). 

88 CHAPLIN, SUSPENSION OF THE POWER OF ALIENATION 201-202 (3d ed. 1928). 

89 Cochrane v. Schell, 140 N.Y. 516, 35 N.E. 971 (1894). 

40 Wells v. Squires, supra note 37. 
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is satisfied, but if the bequest is one of income, only $45,000 may be 
paid to them. The $10,000 excess offsets to a worthwhile extent the 
taxable beneficiaries’ loss of current income resulting from the be- 
quest of income to charity. 

The difficulty is that the income yield may also fall below the three 
and one-half per cent rate. If it falls to two and one-half per cent, the 
annuity of $35,000 will reduce the income of the taxable beneficiaries 
to $15,000. If the interest of the charity had been a direct interest in 
one-half of the income from the trust estate, the taxable beneficiaries 
would receive $25,000. Thus the bequest of an annuity equal to three 
and one-half per cent of one-half of the trust principal imposes upon 
a testator’s taxable beneficiaries twice the effect of the business cycle 
(assuming that a three and one-half per cent yield is average for the 
cycle) that a bequest of a direct interest in one-half of the income 
would impose. 

Here the income tax enters in to reduce the benefit which should 
accrue to testator’s taxable beneficiaries through their accepting the 
risk of a decline in investment yield. Assume that the taxable income 
beneficiary of the $2,000,000 trust is single and that his other income 
just matches his deductions and exemptions. If he is entitled to re- 
ceive all the income after payment of the charity’s annuity, and the 
trust earns four and one-half per cent the first year and two and one- 
half per cent the second year on the date of death value of its assets, 
the beneficiary’s tax liability for the two years will be $35,300. Un- 
der the same conditions, if the beneficiary and the charity are each 
entitled to one-half of the trust’s income, his tax liability for the two 
years would be $33,370, a net gain of spendable income to him of al- 
most $2,000. 

Thus, the advantages to be gained from the annuity form of gift 
may not seem sufficient in many cases to compensate for the risks in- 
volved. This is particularly so when the non-exempt beneficiaries are 
dependent for their support upon the trust income. Even when they 
are not so dependent, all they can gain is additional income, taxable 
at higher income tax rates. They stand to lose, at worst, tax-paid 
principal and, at best, income taxable at lower rates. In many cases, 
therefore, the charity should be given a direct interest in income. If 
the investment yield does increase, presumably the taxable benefici- 
aries will be rewarded by the increased value of the property deliv- 
ered to them at the termination of the charity’s interest. 

A secondary reason for giving the charity income rather than an 
annuity is a saving in New York estate taxes. A gift of income to 
charity for five years from $1,000,000 will reduce New York estate 
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taxes (20 per cent rate) by $35,600. An annuity of $35,000 for five 
years will reduce them by $31,200. The difference is a clear saving 
because the New York estate tax in practically every case exceeds by 
a substantial amount the credit for state estate taxes available under 
the federal law. 

In special circumstances, it will be necessary to accept the risks in- 
herent in the bequest of an annuity in order to obtain any charitable 
deduction. As noted above, the Proposed Regulations for estate tax 
state that no deduction will be allowable where the trust corpus con- 
sists of stock in a closely-held corporation and ‘‘the governing in- 
strument contains no adequate guarantee of the requisite income to 
the charitable organization.’’ *t It would seem that an annuity pro- 
vision would be one of a very few ways to guarantee the payments as 
required by the Regulations. However, control of the family corpo- 
ration substantially reduces the risk inherent in the annuity arrange- 
ment. Unlike a New York trust, a corporation need not distribute all 
of its income each year. It may, within limits, accumulate income 
during profitable years to provide dividend payments in lean years. 
In this way fluctuations in the trust’s income from year to year may 
be minimized. 

If an annuity is given to charity, it should be in the form of an in- 
terest in a trust for a term certain or during the existence of the 
trust, whichever is shorter, rather than in the form of an equitable 
charge for a term certain upon.an outright gift or upon a gift in 
trust. Otherwise, serious income tax problems may arise. In New 
York, an equitable charge upon an outright gift usually becomes the 
personal obligation of the donee upon acceptance of the gift.*? This 
rule was seized upon by the Circuit Court of Appeals for the Second 
Circuit in Commissioner v. Smiley * to deny an income tax deduc- 
tion for the amount paid by a legatee in the taxable year in satisfac- 
tion of an equitable charge. If the charge ran in favor of a charity, 
this decision would mean that the legatee would be taxed on all the 
income received from the gift, but he could not deduct the amount re- 
quired to be paid to the charity. In making payment of a personal 
liability he would not be making a gift to charity.“ 

41 Proposed Reg. See. 20.2055-2(b) (1956). 

42 Brown v. Knapp, 79 N.Y. 136 (1879) ; Redfield v. Redfield, 126 N.Y. 466, 27 N.E. 1032 

1891). 
: 43 F.2d 658 (2d Cir. 1936). 

44In 1 Scorr on Trusts § 10.1 (2d ed. 1956) it is stated that the legatee or devisee may 
or may not be personally liable, depending upon the testator’s intention as expressed in the 
Will. A testamentary exemption of the legatee from personal liability might avoid the dis- 
astrous effect of the Smiley case, but there is no authoritative New York ruling on this 
point. 








1957] TESTAMENTARY GIFTS OF INCOME TO CHARITY 65 


An equitable charge for a term certain upon a gift in trust would 
appear clearly deductible for income tax purposes to the extent of 
the income if the Will directed payment first out of income to the ex- 
tent thereof and then out of principal.* Difficulty under the Smiley 
case would arise, however, if the trust terminated and the remainder 
vested in the possession of taxable beneficiaries prior to the end of 
the term of the equitable charge. It may be that a direction to the 
trustee to retain possession of the trust property until the end of the 
period of the charge would be valid under New York law “ and would 
keep the trust in existence for federal tax purposes,*’ thereby avoid- 
ing the effect of the Smiley decision. It seems preferable, however, 
to limit the charity’s annuity interest to the duration of a trust. This 
will sacrifice a part of the charitable deduction but will insure the in- 
applicability of the Smiley case. The principal of such a trust should 
be substantially larger than the minimum believed necessary to pro- 
duce annual income equal in amount to the charity’s annuity. This 
will limit the loss of the taxable income beneficiaries of the trust to 
taxable income rather than tax-paid principal in the event that the 
trust’s yield falls below the three and one-half per cent annuity rate. 

The combination of charitable and private purposes in one trust 
will have the disadvantage of denying to the current taxable benefici- 
aries the benefit of deductible administration expenses chargeable to 
corpus to the extent such expenses do not exceed the amount of the 
charitable annuity in each year.** For this reason, if income rather 
than an annuity is to be given to charity from a trust, it is probably 
preferable to establish a separate trust for that purpose. 


45 Under section 642(c) (1954) a deduction is allowed for any portion of the gross in- 
come of a trust which ‘‘ pursuant to the terms of the governing instrument’’ is paid or per- 
manently set aside for charitable purposes. 

46 Cf. Manice v. Manice, 43 N.Y. 303 (1871), and Van Brunt v. Van Brunt, 111 N.Y. 178, 
19 N.E. 60 (1888), in which it was held that a direction permitting the trustee to withhold 
possession of a vested remainder after termination of the trust during the remainderman’s 
incapacity did not suspend the absolute power of alienation; the trustee was a mere cus- 
todian for the infant. 

47 ‘Generally, the determination of whether a trust has terminated depends upon whether 
the propery held in trust has been distributed to the persons entitled to succeed to the prop- 
erty upon termination of the trust rather than upon the technicality of whether or not the 
trustee has rendered his final accounting. A trust does not automatically terminate upon 
the happening of the event by which the duration of the trust is measured. A reasonable 
time is permitted after such event for the trustee to perform the duties necessary to com- 
plete the administration of the trust.’’ (Reg. See. 1.641(b)-3(b) (1956) ). 

48 Under section 662(a) (1) (1954) amounts required to be distributed currently are tax- 
able to the beneficiaries to the extent of the trust’s distributable net income computed with- 
out the charitable deduction. This provision ordinarily has no application to a New York 
estate because the executor is not usually under any duty to distribute any amount of the 
estate’s income currently. 
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Whether an income interest or an annuity interest is given to the 
charity, the Will should direct that the amount of income due the 
charity during the period of the estate’s administration should be 
paid or set aside from tax-exempt income received by the estate only 
to the extent that its taxable income is insufficient for that purpose. 
This provision should avoid having to allocate a portion of the es- 
tate’s tax-exempt income to the charity, as is required in the absence 
of specific provision in the Will designating the source out of which 
amounts are to be paid or set aside for charitable purposes.” 


CoNCLUSION 


Our federal and state tax laws permit the use of a wide variety of 
gifts to reduce the tax cost of transmitting property from one gen- 
eration to another. The testamentary gift of income to charity is not 
a substitute for an inter vivos gift, or a marital deduction bequest, 
or a testamentary trust subject to a limited power of appointment. 
It will not solve every estate planning problem for every estate. In 
many cases, however, as a supplement to a basic estate plan, it may 
enable a testator to accomplish his desires for his family to a greater 
extent than is possible in any other way. 


49 Reg. Sec. 643(a)-5(b) (1956) states in part: ‘‘If the governing instrument specifi- 
cally provides as to the source out of which amounts are paid, permanently set aside, or to 
be used for such charitable purposes, the specific provisions control. In the absence of spe- 
cific provisions in the governing instrument, an amount to which section 642(¢) applies is 
deemed to consist of the same proportion of each class of the items of income of the estate 
or trust as the total of each class bears to the total of all classes.’’ See also Reg. Sec. 1.662 
(b)-2 (1956). 
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Problems in Corporate Acquisitions 
JOHN B. LEAKE 


» om paper deals with acquisitions by one corporation of (1) the 
assets of another corporation or (2) the stock of another corpora- 
tion with the view to liquidating that corporation to obtain its as- 
sets.’ Acquisitions of the latter type will also apply to situations 
where the newly-acquired subsidiary is not to be liquidated but is to 
be continued as an operating entity. Attention, however, has not been 
given to any of the special problems involving continuation of the 
subsidiary. There may be many reasons, business or tax, for con- 
tinued operation thereof, but we shall assume that the purpose of 
the acquisition is to have the assets become an integral part of the 
acquiring corporation. In these circumstances, is it best for the ac- 
quiring corporation to acquire assets or stock? How may the trans- 
action best be carried out? What about the seller? What are the prob- 
lems involved? , 


I. ANTI-MERGER PROVISIONS OF THE CLayton Act 


If a corporate acquisition will violate the anti-trust laws, it must 
be abandoned and that will end the matter.* Under the Clayton Act, 
at least, this may be judicially determined before the acquisition 
takes place. At the very outset, therefore, a study should be made in 
this regard. For the federal anti-trust laws to apply, interstate com- 
merce or commerce with foreign nations must be involved. A number 
of states also have anti-trust laws, but the federal laws will always 
have supremacy when applicable. 

Section 7 of the Clayton Act is the primary provision of the fed- 
eral anti-trust laws to which resort will be made to test the legality 


JoHN B, LEAKE is a member of the Pennsylvania and New York Bars and a member of 
the firm of Montgomery, McCracken, Walker & Rhoads, Philadelphia. 

1 For another recent article on this topic, see Darrell, The Use of Reorganization Tech- 
niques in Corporate Acquisitions, 70 Harv. L. Rev. 1183 (1957). 

2 Apart from violation of the anti-trust laws, it has been suggested (BULLETIN, A.B.A., 
SECTION OF TAXATION 46-47 (Oct. 1956) ) that if a corporate acquisition violates section 
7 of the Clayton Act, the tax-free reorganization provisions of Subchapter C of the 1954 
Code might possibly be inapplicable on the ground of public policy, similar to the deduc- 
tion eases. See Comm’r v. Heininger, 320 U.S. 467 (1943). : 
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of corporate acquisitions.* This section covers the acquisition by a 
corporation of the whole, or any part, of the stock or assets of an- 
other corporation. It prohibits any such acquisition where the effect 
‘may be’’ substantially to lessen competition or to tend to create a 
monopoly. The intent of the act is ‘‘to cope with monopolistic tend- 
encies in their incipiency and well before they have attained such 
effects as would justify a Sherman Act proceeding.’’ * Section 7 ap- 
parently requires findings and conclusions of a reasonable future 
probability ° of a substantial lessening of competition or a tendency 
toward monopoly.® Suit may be brought for violation of the section 
at or near the time of acquisition, or even many years thereafter if 
at such later time there is then a reasonable probability that the 
earlier acquisition is likely to result in the condemned restraints.’ 

To date there has been scant judicial interpretation of section 7, 
as amended in 1950, but the Report of the Attorney General’s Na- 
tional Committee * on this section may at least serve as a general 
guide. As stated in the report, the section raises two critical ques- 


3 Section 7 of the Clayton Act (15 U.S.C. § 18 (1952) ) should, of course, be consulted in 
its entirety. For present purposes the following provisions are, however, the critical ones: 
*“See. 7. No corporation engaged in commerce shall acquire, directly or indirectly, 
the whole or any part of the stock or other share capital and no corporation subject to the 
jurisdiction of the Federal Trade Commission shall acquire the whole or any part of the 
assets of another corporation engaged also in commerce, where in any line of commerce in 
any section of the country, the effect of such acquisition may be substantially to lessen com- 
petition, or to tend to create a monopoly. 

*“No corporation shall acquire, directly or indirectly, the whole or any part of the stock 
or other share capital and no corporation subject to the jurisdiction of the Federal Trade 
Commission shall acquire the whole or any part of the assets of one or more corporations 
engaged in commerce, where in any line of commerce in any section of the country, the 
effect of such acquisition, of such stocks or assets, or of the use of such stock by the voting 
or granting of proxies or otherwise, may be substantially to lessen competition, or to tend 
to create a monopoly.’’ Ibid. 

48. Rep. No. 1775, 81st Cong., 2d Sess. 4, 5 (1950). 

5 United States v. E. I. duPont deNemours & Company, 353 U.S. 586 (1957). 

6 There is a comprehensive article on this section in the Report of Attorney General’s 
Committee to Study the Antitrust Laws in CONFERENCE ON THE ANTITRUST LAWS AND THE 
ATTORNEY GENERAL’S COMMITTEE Report (1955). There is also an excellent discussion of 
this Report in BULLETIN, A.B.A. SECTION OF ANTITRUST LAw 74 et seq. (1955). 

7 United States v. E. I. du Pont deNemours & Company, supra note 5. In that case an ac- 
quisition of stock was involved. The defendants argued that section 7 was applicable only 
to the acquisition and not to the holding or subsequent use of the stock. The Supreme Court 
disagreed and concluded that the section applied if at the time of suit there was a reason- 
able probability of the condemned restraints arising from the acquisition, notwithstanding 
that the stock had been held for many years. It would also appear immaterial that the stock 
had originally been purchased solely for investment. In this connection see the duPont case 
and the third paragraph of section 7 of the Clayton Act, 38 Stat. 731 (1914), as amended, 
15 U.S.C. § 18 (1952). 

8 See note 6 supra. 
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tions: first, the relevant market within which the major competitive 
effects are to be tested ; and second, the prospective anti-competitive 
effect. The report contains a check list of some 40 or more market 
factors for study to determine the competitive consequences of a 
proposed merger. No study of section 7 would be complete without 
a careful reading of the recent Supreme Court opinion in United 
States v. E. I. duPont deNemours & Company ® which involved sec- 
tion 7 prior to the 1950 amendment. 

Section 7 covers (1) a vertical integration involving non-compet- 
ing corporations in related markets as, for example, a manufac- 
turer’s acquisition of a source of supply or an outlet, and (2) a hori- 
zontal merger involving an integration of competitors. Its language 
is sufficiently broad also to include a conglomerate merger, such as 
the combining of two companies each of which is engaged in a wholly 
unrelated business, though it is difficult to conceive of a merger of 
this type which would have a serious adverse effect on competition. 

The essential legality of a vertical or horizontal acquisition is well 
summarized in the Report of the Attorney General: *° 


The legality of a vertical acquisition may. turn on whether the integra- 
tion significantly restricts access to needed supplies or significantly limits 
the market for any product. In short, is there a reasonable probability that 
the merger will foreclose competition from a substantial share of the market. 
Sometimes, the market share foreclosed may be so large as to support the 
necessary inference of substantial lessening of competitive opportunity. In 
others, different market factors may be equally significant in determining 
whether Section 7 has been transgressed. In no merger case—horizontal, 
vertical or conglomerate—can a ‘‘quantitative substantiality’’ rule substi- 
tute for the market tests Section 7 prescribes. 

Similarly, in determining the legality of horizontal merger, the dollar 
volume of the merged companies hardly bears on the question of whether 
the competition lost as a result of the merger may, in the context of the 
market as a whole, constitute a substantial lessening of competition or tend 
toward monopoly. In some eases, the market share in which competition is 
eliminated, however, may be of prime importance. In others, different market 


9 353 U.S. 586 (1957). 

10 See Report, op. cit. supra note 6, at 122, 123. There has been considerable discussion as 
to whether the mere size of a merger is sufficient of itself to cause section 7 to be applica- 
ble without necessity of other proof of a probability of substantial lessening of competition 
or tendency to create a monopoly. Proponents say that if the combined enterprise controls a 
substantial portion of the business or activity involved, its mere size will ipso facto violate 
the statute. See discussion of this question of ‘‘ quantitative substantiality’’ in the Rr- 
Port, A.B.A. SecTION oF ANTITRUST LAW (1956). According to the statement in that 
Report of Assistant Attorney General Stanley N. Barnes, all cases thus far brought under 
section 7 involve industry leaders where generally there has been ‘‘some market history 
of shrinking competition.’’ Thus, size alone has not been relied on. 
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factors may be equally important in measuring the effect of the merger on 
competition. 


Both the Federal Government and private parties may sue for 
violation of the Clayton Act. A private party may have injunctive 
relief ™ or triple damages.” 

When the anti-trust laws are studied, attention should also be 
given to whether either of the combining companies has any con- 
tracts which may be illegal under these laws. Patent licenses, sales 
contracts, and purchase agreements should all be examined for pos- 
sible violations which might render such contracts unenforceable or 
subject one of the companies to governmental attack. 


II. Acqgurrine Stock or Assets 


Individuals controlling the ‘‘selling’’ corporation may insist that 
their stock be acquired instead of the assets of their corporation. 
From their standpoint a sale of stock generally would be the simplest 
and most clean-cut way of disposing of their interests. On such a 
stock sale they would sever their relationship with their corporation 
and would be relieved of any further steps in respect of it, such as 
liquidating it, and most important, if liabilities are later asserted 
against the corporation, they would not be responsible for them. 

The acquiring corporation, to the contrary, will usually desire as- 
sets and not stock, since with stock all liabilities, both known and un- 
known, of the ‘‘selling’’ corporation would be ‘‘inherited.’’ They 
might be tax liabilities of any kind as, for example, a liability under 
section 531 of the 1954 Code, or a liability for patent infringement, 
for negligence, or for that matter any conceivable type of corporate 
liability. Normally, with a view to protecting itself, the acquiring cor- 
poration in a stock transaction will obtain warranties from the sell- 
ing shareholders and often in addition security in respect of the sell- 
ing corporation’s liabilities. 

Although the acquiring corporation may strive for an asset, as 
distinguished from a stock, acquisition, it must not be assumed that 
an asset acquisition will free the acquiring corporation of all liabili- 
ties of the selling corporation. In addition to those assumed and those 
which are liens on the purchased assets, there may be others for 
which the acquiring corporation will become responsible. The very 
sale itself, if not carried out in accordance with law, may produce 
this result. In Pennsylvania, for example, a buyer becomes liable for 


11 Clayton Act, Sec. 16, 38 Stat. 737 (1914), as amended, 15 U.S.C. § 26 (1952). 
12 Clayton Act, Sec. 4, 38 Stat. 731 (1914), as amended, 15 U.S.C. § 15 (1952). 
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the unpaid state taxes of a Pennsylvania corporation which sells 51 
per cent or more of its property and fails to furnish the buyer with 
appropriate state tax clearance certificates.’* Moreover, the Penn- 
sylvania Bulk Sales Law makes an acquiring corporation’s title to 
acquired assets ineffective against creditors of the selling corpora- 
tion unless there has been compliance with that law. 

In a taxable acquisition another factor to be considered in deter- 
mining whether stock or assets are to be acquired is the allocation of 
the purchase price to the assets. Where assets are acquired, the pur- 
chase price will be allocated among the assets for future depreciation 
or sale purposes. But where stock is acquired and the new subsidiary 
is liquidated in a tax-free liquidation, the provisions of section 334 
(b) (2) of the 1954 Code have first to be satisfied before the purchase 
price of the stock may become the basis of the assets. Also, it may be 
somewhat easier for the Commissioner to upset an allocation made 
in a liquidation than in a purchase, especially where the purchase 
agreement allocates the price. In either case, whether assets or stocks 
are acquired, the Commissioner may assert that good will is involved 
and allocate some of the purchase price to non-depreciable good will. 

If negotiations lead to a stock acquisition, the acquiring corpora- 
tion (since it wishes the underlying assets) should end up with at 
least sufficient shares of the selling corporation to effect either a 
merger or liquidation of it under the applicable state law. And if the 
acquisition is to be tax-free, the acquiring corporation must be in 
control of the selling corporation immediately after the acquisition, 
that is, it must own stock of the selling corporation comprising at 
least 80 per cent of the total combined voting of all voting stock plus 
at least 80 per cent of the total of all other stock.* The optimum is 
for the acquiring corporation to acquire all the stock of the selling 
corporation. To acquire less may cause difficulty in the circumstances 
we are assuming, namely, that the acquired corporation is promptly 
to be liquidated completely. The problem would be what particular 
assets, and in what amount, outside minority shareholders would be 
willing to accept as their liquidating shares. A recalcitrant minority 
might make matters very difficult. 

Stock acquisition and problem of unwanted assets. In a stock ac- 
quisition where the selling corporation owns some assets (of any 
kind) which the acquiring corporation does not want, there will be 
the problem of how the selling corporation can best dispose of the un- 


18 Pa, Stat. ANN. tit. 69, § 529 (1931). 
14 Pa. Stat. ANN. tit. 12A, §§ 6-104 (1954), as amended. 
15 T.R.C. § 368(a) (1) (B) and (¢e) (1954). 











72 TAX LAW REVIEW [Vol. 13: 


wanted assets so that the stock to be acquired will carry the wanted 
assets only. Where earnings and profits are present, a distribution 
of the unwanted assets to the selling shareholders ordinarily would 
be treated as a dividend. 

To avoid dividend treatment, could the selling corporation incor- 
porate the unwanted assets in a new subsidiary ** followed by a spin- 
off under section 355 to its shareholders of the stock of the new sub- 
sidiary? For this to be effective the many requirements of section 
355 would have to be satisfied, especially (1) that the unwanted as- 
sets constitute a separate existing business which is engaged in im- 
mediately after the spin-off and which has been actively conducted 
for a period of five years preceding such spin-off, and (2) that the 
spin-off was not used principally as a device for distributing earn- 
ings and profits. 

It would probably be an unusual circumstance for the unwanted 
assets to have constituted a separate business.’* But even if they did, 
the ‘‘non-device purpose’’ would nevertheless have to be established. 
Since, following the spin-off, the intent would be to dispose of the 
stock of the selling corporation, it would be most difficult, at least 
in a taxable transaction, to satisfy the second requirement. In fact, 
the Regulations under section 355** prohibit it, for they provide 
that a sale or exchange of the stock of either corporation after the 
spin-off pursuant to prior negotiation or agreement will be evidence 
that the transaction was used principally as such a device. But the 
same Regulations state that where there has been no prior negotia- 
tion or agreement, a sale (not mentioning an exchange) will be 
evidence of such device.’® Conceivably, therefore, if the stock of 
the corporation containing the wanted assets were later disposed 
of in a tax-free reorganization exchange instead of in a taxable sale 
and not pursuant to any prior arrangement, it might be that even the 


16 In a section 368(a)(1)(D) (1954 Code) reorganization, or possibly a section 351 
(1954 Code) transaction. 

17 Reg. Sec. 1.355-1(a) (1955) limits the application of section 355 (1954 Code) to ‘‘the 
separation ... of two or more existing businesses formerly operated, directly or indirectly, 
by a single corporation’’ which have been in operation for at least five years. There is pos- 
sibly some doubt whether under the statute (I.R.C. § 355(b) (2)(B) (1954)), there must 
have been two or more separate businesses in the five-year period before distribution, as 
apparently required by the Regulations, 

18 Reg. Sec. 1.355-2(b) (1) (1955). These Regulations go beyond the statute. 

19 It is also noteworthy that the spin-off Regulations require a purpose ‘‘ germane to the 
business of the corporations’’ and a continuity of interest on the part of the shareholders. 
Reg. Sec. 1.355-2(b) and (ce) (1955). 
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Commissioner would concede that the spin-off was not used princi- 
pally as a device for distributing earnings and profits.”” This may 
well be a matter of semantics only, the fact being that the Regula- 
tions intend no distinction between a sale and an exchange. 

Section 355 is the only section under which the unwanted assets 
could be gotten out of the selling corporation tax-free. If the require- 
ments of that section could not be met, the goal would then be to dis- 
pose of them in a taxable transaction producing capital gain. A par- 
tial liquidation comes to mind, for amounts distributed in partial 
liquidation of a corporation are treated as exchanges.” Partial liqui- 
dations are defined in section 346 of the Code. Like section 355 (un- 
der which stock of a controlled corporation may be distributed tax- 
free), section 346 (under which assets may be distributed in a capital 
transaction) contains provisions that a partial liquidation in general 
takes place where the assets distributed consist of a trade or business 
actively conducted throughout the preceding five-year period, pro- 
vided the liquidating corporation immediately after the distribution 
is also actively engaged in a trade or business which has been ear- 
ried on for a similar five-year period. If the undesired assets do not 
constitute a separate business, the selling shareholders, in order to 
have a partial liquidation under section 346, would have to rely on 
the general provisions of that section and establish that the distribu- 
tion of the assets ‘‘was not essentially equivalent to a dividend.’’ 
This would appear to be difficult. 

There are alternative methods of disposing of the unwanted as- 
sets. One or more of the shareholders of the selling corporation 
might be willing to take assets in exchange for their stock. If these 
shareholders are unrelated ** to the other shareholders, the redemp- 
tion of all their stock would result in capital gain to them.** There- 
after the remaining stock of the selling corporation could be disposed 
of in a taxable or tax-free transaction. 

If the entire transaction is to be a taxable one and takes the form 
of a stock sale, another method of first ridding the selling corpora- 
tion of its unwanted assets would be to follow the steps taken in the 


20 See Reg. Sec. 1.355-2(b) (1) (1955). The other principle of section 355 which gener- 
ally would have to be satisfied is that the distributing corporation must be engaged immedi- 
ately after the distribution in the active conduct of a trade or business which also was 
actively conducted throughout the five-year period preceding the spin-off. 

21 T.R.C. § 331(a) (2) (1954). 

22 T.R.C. § 346(a) (2) (1954). 

23 Under I.R.C. § 318 (1954). 

24 Under I.R.C. § 302(b) (3) (1954). See also I.R.C. § 302(¢) (1) and (2) (1954). 











74 TAX LAW REVIEW [Vol. 13: 


Zenz case.” To conform to that case, the selling shareholders as the 
first step would sell stock to the acquiring corporation in an amount 
equal in value to the desired assets. Secondly, the selling corporation 
would redeem all of their remaining stock by distributing to them in 
kind the unwanted assets. The acquiring corporation would thus end 
up as owner of all the stock of a subsidiary holding the wanted assets 
only, and based on Revenue Rulings 54-458 and 55-745,”° the re- 
demption of the selling shareholders’ remaining stock would result 
in a capital transaction to them. 

Both the sale and the redemption in the Zenz case were taxable 
cash transactions. Let us suppose that the desired assets equalled at 
least 80 per cent of the value of the selling corporation. If the sell- 
ing shareholders transferred 80 per cent of their stock interest to the 
acquiring corporation solely for its voting stock, would this be a tax- 
free exchange pursuant to a reorganization under section 368(a) (1) 
(B) ? Following this stock-for-stock exchange, would the second step 
—the complete redemption by the selling corporation of the remain- 
ing 20 per cent holdings of its individual shareholders—he a capital 
transaction as in the Zenz case? Quite logically, both steps would be 
regarded as one integrated transaction whereby the selling share- 
holders transferred all their old stock in exchange for stock plus 
cash. 

If this view were sustained, it should follow that there was no re- 
organization at all under section 368(a) (1) (B), since under that sub- 
section there is a reorganization only when stock is exchanged solely 
for stock, with no other property passing. Under the circumstances, 
there would be no reorganization and hence the cash would not be 
‘*bhoot’’ taxable as a dividend. The entire transaction should thus be 
treated as a taxable exchange producing gain or loss.*" If, on the con- 
trary, the two transactions could be separated, the first would qualify 
as a reorganization exchange under section 354 in a stock-for-stock 
reorganization (under section 368(a)(1)(B)) and the second, the 


25 Zenz v. Quinlivan, 213 F.2d 914 (6th Cir. 1954). In Rev. Rul. 54-458, 1954-2 Cum. 
Buu. 167, the Service stated that it would follow the decision in the Zenz case where simi- 
lar facts and circumstances were presented. That Ruling related to the 1939 Code. In Rev. 
Rul. 55-745, 1955-2 Cum. BuLu. 223, it was held that the earlier ruling would also be ap- 
plicable under the 1954 Code. 

26 See note 25 supra. 

27 If, however, the decision in Howard v. Comm’r, 238 F.2d 943 (7th Cir. 1956) is cor- 
rect, which the writer believes not to be the case, the ‘‘boot’’ received would probably be 
taxable as a dividend under section 356(a) (2) (1954 Code). The Howard case is referred 
to in note 35 infra. 
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separate redemption, should be a capital transaction under section 
302(b) (3). 

Presumably, of course, the selling corporation could always sell 
the undesired assets to outsiders for cash. But if the items were sold 
at a profit, this would result in ordinary income or capital gain to the 
selling corporation. Moreover, the selling corporation would then 
have the cash proceeds on hand which the acquiring corporation 
might very well not want. The selling corporation would then have 
the problem of disposing of the unwanted cash in lieu of the unde- 
sired assets in kind. 

Asset acquisition and problem of unwanted assets. If the acquisi- 
tion is to be of assets and not stock, the problem of ridding the sell- 
ing corporation of its undesired assets is somewhat different. If the 
entire transaction is to be a taxable one, section 337 of the 1954 Code 
becomes important. Under the prior 1939 Code there was always the 
risk, when corporate assets were sold in a taxable transaction, of a 
double capital gains tax, namely, a first gain to the corporation on 
the sale of its assets, followed by a second gain when the share- 
holders thereafter liquidated their corporation.”* Section 337 of the 
1954 Code was designed to avoid such double gain; under the gen- 
eral provisions of that section, if a corporation adopts a plan of 
complete liquidation and thereafter within 12 months completely 
liquidates, no gain or loss is recognized to the corporation from the 
sale or exchange by it of property occurring within the 12-month 
period.”® This would permit the acquiring corporation to purchase 
the wanted assets of the selling corporation for cash without any 
gain or loss to the seller. Thereupon, the unbought assets, together 
with the purchase price of those sold, would be distributed to the 
individual shareholders in a taxable complete liquidation. If desir- 
able, the unwanted assets could also be sold during the 12-month 
period without gain or loss being recognized. 

Tf the entire transaction is to be tax-free, that is, the acquisition as 
well as the disposal of the undesired assets, the only available 
method for disposing of such assets would be in a section 355 spin- 
off. Following this, the acquiring corporation would acquire the sell- 
ing corporation’s assets pursuant to a reorganization under section 
368(a)(1)(C). If the strict requirements of section 355 could not be 
satisfied, one of the suggested alternatives, such as a partial liquida- 
tion or transfer of the unwanted assets to one or more of the selling 
corporation’s shareholders in redemption of all their stock, might be 


28 Under Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 
29 There are certain exceptions to this general rule spelled out in the statute. 
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workable. Any disposition of the unwanted assets prior to the in- 
tended (C) reorganization might impair that reorganization. In the 
(C) reorganization, by definition, the acquiring corporation must 
acquire substantially all the assets of the selling corporation. The 
courts might apply this test to the undesired assets as well as those 
remaining if both steps—the disposition of the unwanted assets and 
the later reorganization—were regarded as a single integrated plan, 
and in consequence, the acquiring corporation might not acquire sub- 
stantially all the assets of the selling corporation. Other aspects of 
the treatment of unwanted assets in connection with a section 368 
(a)(1)(C) reorganization are discussed later. 


Ill. Tax-Free ReorGanizatTion 


The individuals controlling the selling corporation may have a 
large potential gain on their stock of that corporation which impels 
them to insist upon a tax-free transaction. This may fit in well with 
the plans of the acquiring corporation, for in the tax-free transac- 
tion the purchase, whether of assets or of stock of the selling corpo- 
ration, would be made with stock (or securities) *° of the acquiring 
corporation instead of cash or other property. 

It seems best to think of the reorganization provisions in three 
phases. The first involves what has to take place in order that there 
be a reorganization ; the second and third relate to the taxability of 
the exchanges made, respectively, by the corporation (or corpora- 
tions) and their shareholders pursuant to the reorganization. 

The reorganization—section 368. Section 368 of the Code defines 
in precise terms the various reorganizations.** Before discussing 
them separately, certain elements common to all of them should be 
mentioned. These elements are covered in the Regulations ** and for 
the most part are the result of judicial gloss placed upon the statu- 
tory provisions. 

There must be a corporate business purpose for the reorganiza- 
tion. There must be a continuity of interest on the part of the 
shareholders, that is, shareholders prior to the reorganization must 
have a continuing equity interest in the property after the reorgani- 
zation. There must be a continuity of the business enterprise under 


30 At least in major part. 

31 If a foreign corporation is involved there cannot be a tax-free reorganization unless 
the Commissioner is satisfied that the exchanges pursuant to it do not have as one of the 
principal purposes the avoidance of federal income tax. I.R.C. § 367 (1954). 

32 Reg. Sec. 1.368-1 (1955). 
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modified corporate form.** There must be a plan of reorganization. 
If any of these elements is absent, there is no reorganization and 
therefore no tax-free exchanges pursuant to it. 

There are three types of reorganization which might be adopted 
to carry out the goal under contemplation here. The first is a statu- 
tory merger or consolidation of the corporations (section 368(a) (1) 
(A)), that is, a merger or consolidation in accordance with the ap- 
plicable state corporation laws. The second is one (section 368(a) 
(1)(B)) whereby the acquiring corporation issues solely all or part 
of its voting stock to acquire the stock of the other corporation, and 
immediately after such acquisition the acquiring corporation must 
be in ‘‘control’’ of such other corporation.* This (B) reorganization 
would be a transaction directly between the acquiring corporation 
and the shareholders of the selling corporation. 

In the third type of reorganization (section 368(a)(1)(C)) the 
acquiring corporation in a transaction with the other corporation ac- 
quires substantially all of its assets. The acquiring corporation must 
issue solely (though there are exceptions to this as noted below) its 
voting stock or the voting stock of its controlling parent to do the 
acquiring. This (C) reorganization, involving an acquisition of as- 
sets instead of stock (as in the (B) reorganization), generally would 
be eminently desirable from the acquiring corporation’s standpoint. 
Both the (B) and (C) reorganizations are sometimes called ‘‘ prac- 
tical’’ mergers, since in the (B) reorganization 80 per cent of the 
stock must be acquired and in the (C) reorganization substantially 
all the assets. 

In the (B) reorganization voting stock solely must be employed to 
do the acquiring. There are no exceptions to this, and if something 
other than voting stock is used, there is no reorganization.* In the 


33 An example of absence of continuity of the business enterprise is spelled out in Rev. 
Rul. 56-330, 1956-2 Cum. Buu. 204. There the acquiring corporation’s business was to be 
new and entirely different from the businesses of the acquired corporations. It was held 
that no reorganization was involved, since there would be no continuity of interest of any 
business enterprise in which the acquired corporations had engaged. 

34 That is, it must own at least 80 per cent of the total combined voting power of all of 
its voting shares plus at least 80 per cent of the total number of all of its other shares. 
L.R.C. § 368(¢) (1954). 

35 In Howard v. Comm’r, 238 F.2d 943 (7th Cir. 1956), the acquiring corporation (a) 
solely in exchange for its voting stock acquired from one group of shareholders control 
(80.19 per cent of the outstanding shares) of another company, and (b) solely for cash ae- 
quired from other shareholders of that company the remaining 19.81 per cent of its shares. 
The Court held this did not constitute a (B) reorganization under section 112(g) (1) (B) 
of the 1939 Code, since that section requires that voting stock solely be used for acquisition. 
(It is believed the same decision should, and would, be reached under section 368(a) (1) (B) 
of the 1954 Code.) But the Court went on to hold, erroneously it is believed, that even 
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(C) reorganization there are two exceptions to the use of voting 
stock solely. The first is that if the acquiring corporation assumes a 
liability of the other corporation or acquires its property subject to 
a liability, that fact is to be disregarded in determining whether the 
acquisition is solely for voting stock (section 368(a)(1)(C)).** The 
second exception was added by the 1954 Code and is contained in 
section 368(a)(2)(B). In substance, it provides that the acquiring 
corporation may use other than solely voting stock as long as it 
receives for such stock at least 80 per cent of the fair market value 
of all the property of the other corporation. This would mean, for 
example, that if the selling corporation’s total assets were worth 
$100,000 but $95,000 of them (assumed to be substantially all) were 
being acquired, only $15,000 of the purchase price could be cash (or 
other property) and the remaining $80,000 would have to be voting 
stock. Furthermore, for this purpose only, the amount of any liabil- 
ity assumed by the acquiring corporation (or to which property 
acquired by it is subject) is also treated as money paid for prop- 
erty.*” Accordingly, in calculating the ‘‘20 per cent’’ leeway, both 
the liabilities assumed and those to which the property is subject 
plus other non-qualifying property used in the acquisition must be 
taken into account. 

The recorganization exchange by the corporation(s)—section 
361. As noted above, in order to effect a (B) or (C) reorganization, 
there is an exchange by one or more of the corporations involved. In 
the (B) reorganization the acquiring corporation exchanges its vot- 
ing stock with the individual shareholders of the corporation being 
acquired. In the (C) reorganization two corporations make ex- 
changes, the acquiring corporation exchanging its voting stock and 


though there was no reorganization, the exchange made by the first group of shareholders 
(who received solely stock for stock) was governed by section 112(¢)(1) (1939) (which 
corresponds to section 356 of the 1954 Code) and under that section no gain was recog- 
nized since this group had received no boot. 

The language of section 368(a)(1)(B) of the 1954 Code is somewhat different from 
that of section 112(g)(1)(B) of the 1939 Code. Especially the ‘‘creeping acquisition’’ 
language was added. This change makes it clear that if in a single transaction enough stock 
is acquired (solely for voting stock) to obtain control, this will constitute a (B) reorgani- 
zation, regardless of how much stock the acquiring corporation had theretofore acquired 
and whether such previously acquired stock was acquired for cash or stock. S. Rep. No. 1622, 
83d Cong., 2d Sess. 273 (1954); see McDonald and Willard, Tax Free Acquisitions and 
Distributions in PROCEEDINGS OF NEW YORK UNIVERSITY FOURTEENTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 870 (1955). 

36 The Regulations caution, however, that an assumption of liability may so alter the 
character of the transaction as to take it completely outside the reorganization provisions. 
Reg. Sec. 1.368-2(d) (1) (1955). 

87 LLR.C. § 368(a) (2)(B) (1954). 
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the corporation being acquired exchanging its assets. Where there 
is a statutory merger, an (A) reorganization, it is hard to visualize 
that there is any exchange by the corporations.** In any event, sec- 
tion 361(a) becomes operative to bar the recognition of gain or loss 
to the corporation exchanging property solely for stock or securities 
of the other corporation.* There is an exception to this general rule 
where the corporation receives not only stock or securities but other 
properties as well. In such case, under section 361(b) gain * will be 
recognized if such other non-qualifying property is not distributed. 

An example of how this section would operate is in a (C) reorgani- 
zation where the acquiring corporation transfers its voting stock 
plus 20 per cent cash to obtain all the selling corporation’s assets. 
The 20 per cent cash received by the selling corporation, if dis- 
tributed among its shareholders, will result in no gain being recog- 
nized to the selling corporation on the exchange of its assets for the 
stock and cash. If, however, the selling corporation retained the 20 
per cent cash but distributed the stock to shareholders, then gain 
would be recognized to it to the extent of the cash. There is no provi- 
sion for taxing this ‘‘boot’’ as a dividend to the corporation receiv- 
ing and retaining it and no reason for any such provision, but how 
it would be taxed, that is, as ordinary income or capital gain, is some- 
what problematical. Most likely the treatment would depend upon 
the character of the assets exchanged, and to the extent that the ex- 
change would generate ordinary income if the entire exchange were 
taxable, it would create ordinary income in the proportion that the 
‘*boot’’ received bears to the entire selling price, including the stock 
of the acquiring corporation. 

The reorganization exchange by the shareholders—section 354. 
Section 354 provides in general that gain or loss will not be recog- 
nized to the shareholder exchanging his stock *' in a corporation, a 
party to a reorganization, solely for the stock of another corpora- 
tion, also a party to the reorganization, where the exchange is pursu- 


38 But, for example, note the eases involving transfer taxes in a merger where the ra- 
tionale is that the disappearing corporation transfers its assets to the surviving corpora- 
tion in exchange for the latter’s stock. American Processing & Sales Co. v. Campbell, 164 
F.2d 918 (7th Cir. 1947), cert. denied, 333 U.S. 844 (1948); U. S. Industrial Chemicals, 
Inc. v. Johnson, 181 F.2d 413 (2d Cir. 1950). 

89 The other corporation which exchanges its stock for assets in the (C) reorganization 
would realize no gain or loss on the exchange of such stock (whether or not Treasury stock) 
under section 1032 of the 1954 Code. 

40 But not loss. 

41 Or, in general, to the security holder exchanging his securities for a like principal 


amount of securities. 
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ant to the plan of reorganization. This section, of course, would ap- 
ply to the shareholders in an (A), (B), or (C) reorganization. If 
such shareholders receive stock and in addition other property, as, 
for example, the 20 per cent cash distributed by the selling corpora- 
tion in a (C) reorganization, then one looks to section 356 to deter- 
mine how, at this shareholder level, such other property is to be 
treated in their hands, as more fully discussed later. 

Usually the selling shareholders end up as minority shareholders 
of the acquiring corporation. If they hold this new stock until death, 
the assumed lifetime appreciation in the stock of their old corpora- 
tion will escape income tax. But if they sell their new shares, such 
appreciation will be taxed, since such shares will have the same low 
basis as their old shares. Often the stock of the acquiring corpora- 
tion will be widely held, and, if so, this will be advantageous to the 
selling shareholders, for during their lives and also at death there 
would be a market for the shares. 

Further comments on the various reorganizations. The type of 
reorganization adopted will depend upon the needs of the situation 
and the negotiations. It is noteworthy that in the (A) reorganiza- 
tion (merger and consolidation) non-voting stock may be used. But 
in (B) and (C) reorganizations the acquiring corporation must use 
voting stock. In a (B) reorganization the acquiring corporation 
must use its own voting stock, whereas in a (C) reorganization the 
acquiring corporation has the alternative of using its own voting 
stock or that of a corporation having control of it.“ The Regula- 
tions * clearly provide that the acquiring corporation may not, 
however, use a combination of its own stock and that of its parent; 
it must be one or the other. Also, it is especially to be noted that if 
preferred stock is issued in the reorganization, such stock will most 
likely be tainted as section 306 stock.** 

Certain problems affect the (C) reorganization only. As noted, the 
selling corporation in such a reorganization is not required to trans- 
fer all of its assets to the acquiring corporation. All it need do is 
transfer substantially all of them. There may be cases where the ac- 
quiring corporation desires substantially all of the assets but a few 
are not wanted and are not acquired. In consequence, after the reor- 
ganization the selling corporation would hold the unwanted assets 
plus the voting stock received from the acquiring corporation, which 
it normally would distribute to its shareholders in exchange for their 


42 ILR.C. § 368(a) (1) (C) (1954). 
43 Reg. See. 1.368-2(d) (1) (1955). 
44 Under I.R.C. § 306(¢) (1) (B) (1954). 
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stock in it, the selling corporation.* If it did make this complete dis- 
tribution, the selling shareholders upon receiving the unacquired as- 
sets would receive ‘‘boot.’’ 

Their exchange would not have been of stock solely for stock as 
required by section 354, and therefore one would look to section 356. 
Under that section any gain on the exchange is recognized to the ex- 
tent of the value of the ‘‘boot’’ received.** Such gain, it is submitted, 
would be a dividend under section 356(a) (2).*7 

To avoid this income treatment to the exchanging shareholders, 
the selling corporation might decide to continue in existence and to 
retain the small amount of undesired assets which the acquiring cor- 
poration did not take over from it. If this were done and the selling 
corporation distributed the stock of the acquiring company to its 
shareholders in exchange for part of their stock in it, such exchange 
would, it is submitted, be a reorganization exchange under section 
354. The fact that the selling corporation continued in existence and 
continued to hold the small amount of unwanted assets should not 
affect the shareholder’s exchange.** Moreover, this should not affect 
the non-recognition of gain to the selling corporation under section 
361, that is, its exchange of assets solely for stock of the acquiring 
corporation. 

The reorganization section, section 368, does not require that the 
selling corporation which receives stock for its assets in a (C) reor- 
ganization exchange such stock with its shareholders. But it is con- 
templated here that this exchange will be made. Usually the acquiring 
corporation will be the larger corporation, and the selling share- 
holders therefore will become minority shareholders of it. There 
may, however, be situations where the reverse is true, and the sell- 
ing corporation is larger. In such circumstances, if the selling corpo- 


45 Actually, of course, this exchange has the characteristics of a liquidation of the selling 
corporation. But it would be treated as a liquidation exchange only where it was not pursu- 
ant to and a part of the plan of reorganization, as, for example, if it was not contemplated 
as a part of the reorganization and took place a long time after the reorganization. 

46 If the selling shareholders’ basis for their old stock was greater than the fair market 
value of the new stock received plus the undesired assets, then, of course, there would be 
no gain to be recognized. Hence, there would be no ‘‘boot’’ taxable under section 356. 
However, there is the possibility that the unwanted assets might be taxed as a dividend dis- 
tribution under section 301. See Reg. Sec. 1.301—1(1) (1955). 

47 Assuming that the selling corporation has accumulated earnings and profits or earn- 
ings and profits for the year. 

48 Section 354(b) lends support to this position. It requires in a (D) reorganiza- 
tion that the transferor corporation distribute all of its assets in order that the sharehold- 
er’s exchange be tax-free under section 354. The implication certainly is that such distribu- 
tion is not required where a (C) reorganization is involved. Would the Commissioner or the 
courts, however, be inclined to treat this as a section 355 spin-off instead of as a reorgani- 
zation exchange? 
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ration receives so much stock of the acquiring corporation that fol- 
lowing the reorganization it controls *° it, then the transaction which 
was designed to be a (C) reorganization becomes in fact a (D) reor- 
ganization as well.®° And the statute * provides that if it is both, it 
shall be treated as a (D) reorganization. The significant point is that 
in a (D) reorganization section 354 will not apply unless the selling 
corporation distributes to its shareholders all of its property. 
Thus, in these circumstances, if the selling corporation retained 
property of any kind, the only possible section which would save 
the selling shareholders from having gain recognized on their ex- 
change would be section 355, the spin-off section. 


IV. Orner ConsIDERATIONS 


Basis and holding period. In a taxable transaction where the ac- 
quiring corporation buys assets for cash, the assets will thereafter 
have as a basis the amount of that cash purchase price. Similarly, if 
the acquiring corporation buys stock for cash and then liquidates 
its newly-acquired subsidiary, the purchase price for the stock 
will also, where the provisions of section 334(b) (2) are satisfied, be- 
come the basis of the liquidated assets. Where, on the other hand, 
there is a tax-free reorganization, the basis of the assets in the hands 
of the acquiring corporation will remain unchanged,* that is, they re- 
main the same as in the hands of the transferor, although subject to 
increase by the amount of gain recognized to the transferor on such 
transfer.®* In so far as the shareholders are concerned, the basis of 
the stock they receive in the reorganization will, in general, be the 
same as that of their old stock, subject to adjustment for ‘‘ boot”’ re- 
ceived and amounts recognized as gain or treated as dividend.™® 

In determining the holding period of the assets received by the 
corporation in a tax-free reorganization, the period they were held 
by the transferor corporation is included.” To determine the share- 
holder’s holding period for his shares received in the reorganiza- 
tion, there is included the period he held the old shares, provided 
they were capital assets at the time of exchange.*” 

49 As defined in I.R.C. § 368(c) (1954). 

50 I.R.C. § 368(a) (1) (D) (1954). 

51 LR.C. § 368(a) (2) (A) (1954). 

52 LR.C. § 354(b) (1) (1954). 

88 Under I.R.C. § 362(b) (1954). 

54In a (C) reorganization, however, the selling corporation’s basis for the stock it re- 
ceives in exchange for its assets will, under section 358, be the same as its basis for the 
properties exchanged, decreased by the value of any ‘‘boot’’ received, and increased by the 
amount of any receipt taxed to it. 

55 I.R.C. § 358 (1954). 


56 I.R.O. § 1223(2) (1954). 
57 L.R.C. § 1223(1) (1954). 
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Sections 381 and 382.** Where there is a taxable acquisition of as- 
sets, the acquiring corporation does not ‘‘inherit’’ any of the attrib- 
utes of the selling corporation, such as its deficit, earnings or profits, 
or similar items. In a tax-free (A) or (C) reorganization,’ however, 
or a tax-free liquidation of a controlled subsidiary under section 332 
(to which section 334(b) (2) does not apply), section 381 of the 1954 
Code does provide for a carry-over to the acquiring corporation (or 
parent) of certain specified attributes of the selling corporation (or 
subsidiary), subject to the limitations therein provided. 

Section 382(b) is also applicable to these same tax-free reorgani- 
zations. This subsection limits the net operating loss carry-over 
(permitted to be carried over from one corporation to the other un- 
der section 381) where the shareholders of the corporation having 
the deficit end up with less than 20 per cent of the stock of the aequir- 
ing corporation. Section 382(a), on the other hand, is not applicable 
to reorganizations. It applies only where there is a purchase of stock 
in a taxable transaction. In general, it provides that where there is a 
50 per cent, or greater, change in the ownership of stock of a corpo- 
ration, resulting from a purchase (or decrease in the amount of its 
outstanding stock) the net operating loss carry-over of the particu- 
lar corporation involved is not usable for future years unless the cor- 
poration carries on its old business for at least two years after the 
change of stock ownership takes place. 

Securities Act and Securities Exchange Act of 1934. With respect 
to (A) and (C) reorganizations, which are submitted to the vote of 
stockholders, they have, historically, been exempt from the regis- 
tration requirements of section 6 of the Securities Act of 1933, as 
amended, by the operation of Rule 133.° In October, 1956 the Secu- 
rities and Exchange Commission proposed that Rule 133 be amended 
so as to require the registration of the securities to be received by 
the selling corporation where the vote of stockholders is solicited in 
favor of a merger or consolidation, a reclassification of the selling 

58 For an excellent discussion of these sections, see Cohen, Phillips, Surrey, Tarleau, and 
Warren, The Internal Revenue Code of 1954: Carry-overs and the Accumulated Earnings 
Tax, 10 Tax L. Rev. 277 (1955). 

59 But not a (B) reorganization. 

60 Rule 133 reads as follows: 

‘¢For purposes only of Section 5 of the Act, no ‘sale;’ ‘offer to sell,’ or ‘offer for sale’ 
shall be deemed to be involved so far as the stockholders of a corporation are concerned 
where, pursuant to statutory provisions in the State of incorporation or provisions contained 
in the certificate of incorporation, there is submitted to the vote of such stockholders a plan 
or agreement for a statutory merger or consolidation or reclassification of securities, or a 
proposal for the transfer of assets of such corporation to another person in consideration 
of the issuance of securities of such other person or voting stock of a corporation which is 


in control, as defined in Section 368(¢c) of the Internal Revenue Code of 1954, of such other 
person, under such circumstances that the vote of a required favorable majority (1) will 
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corporation’s securities, or a transfer of the corporate assets.” Re- 
cently, however, the Commission announced that it does not pres- 
ently contemplate revising Rule 133 but would continue active study 
of it.” 

Unlike (A) and (C) reorganizations, stock of the acquiring corpo- 
ration issued in connection with a (B) reorganization has, histori- 
cally, been subject to the registration requirements of the Securities 
Act of 1933, as amended. Registration under the Securities Act of 
1933, is, of course, not required in any type of reorganization where 
either the securities or the transaction are exempt under the Act. 

Where listed securities are involved, the question whether any of 
the provisions of the Securities Exchange Act of 1934 have to be com- 
plied with will arise. 


V. MisceLLany 


It is a somewhat general practice to obtain rulings from the Inter- 
nal Revenue Service on tax-free reorganizations. The amount at 
stake in a reorganization is usually large, and a ruling, although not 
binding on the Service, generally resolves the risk.® A closing agree- 
ment under section 7121 of the 1954 Code affords greater protection, 
though it requires much more time to obtain it and also subjects the 
transaction to more careful examination by the governmental offi- 
cials. 

Frequently it is desirable to obtain from the selling shareholders 
and the officers of the selling corporation their agreement not to com- 
pete for a certain period of time. Absent such an agreement, com- 
petition by them might seriously impair the value of the acquisi- 
tion.®* Also, in a taxable transaction, the selling shareholders may 
want to arrange the sale on an installment basis, thereby deferring 
their tax.® 


operate to authorize the proposed transaction so far as concerns the corporation whose 
stockholders are voting (except for the taking of action by the directors of the corporation 
involved and for compliance with such statutory provisions as the filing of the plan or agree- 
ment with the appropriate State authority), and (2) will bind all stockholders of such cor- 
poration except to the extent that dissenting stockholders may be entitled, under statutory 
provisions or provisions contained in the certificate of incorporation, to receive the ap- 
praised or fair value of their holdings.’’ 17 C.F.R. § 230.133 (Supp. 1956). 

61 See Securities Act of 1933 Release No. 3698, Oct. 2, 1956. 

62 See Securities Act of 1933 Release No. 3761, March 15, 1957. 

63 See Statement of Procedural Rules, Secs. 601-201(i), 1955-2 Cum. BuLL. 921, 948- 
949, with regard to the Service’s policy as to revocation of rulings. 

64 For a comprehensive article on ‘‘non-competition’’ agreements, see McCandless, Tax 
Consequences of Covenants Not to Compete in NEw York UNIVERSITY ElaHTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 880 (1949). 

65 See I.R.C. § 453 (1954). 
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Notes 


Taxation of Commodity Futures Used as Hedges. Manufacturers from 
time immemorial have been plagued with the problem of unstable raw ma- 
terial costs. To protect themselves against these uninsurable risks, they 
began to trade in futures where there was a market for such futures, and 
even created a market where none existed.! At first there was uncertainty 
as to whether or not such contracts were wagering contracts, but with the 
advent of federal control in the beginning of the twentieth century, this 
doubt was resolved in the traders’ favor, and futures became a tolerated, 
if not wholly accepted, member of the business community.” Soon after 
this belated recognition, these insurance or hedging transactions became 
important with reference to the income tax laws. The scope of this paper 
is to trace the development of this phase of income tax law from its inception 
to the recent and first Supreme Court case on the subject, Corn Products 
Refining Co. v. Commissioner,’ and attempt to define the pattern running 
through them. 


I. History 


A. THe 1934 Act AND its CONSEQUENCES 

Prior to 1984 commodity futures transactions were not very troublesome 
tax-wise. The definition of a capital asset written into the revenue acts before 
that year prescribed only certain property held by the taxpayer for more 
than two years,‘ and since the rules of all commodity exchanges provide 
for closing of a futures contract before that period, gains or losses on such 
contracts were always ordinary income or losses.® 

The Revenue Act of 1934 changed the definition of a capital asset by 
abolishing the time-period requirement.® Thus, futures which were traded 
in as hedges met the requirements of a capital asset. The statute would 


1**The hide exchange was organized in 1929 to afford dealers an opportunity to insure 
themselves against losses.’’ S. Steinberg and Co., 1 TCM 73, 75 (1942). 

2 The legality of futures contracts was recognized in Board of Trade of the City of Chi- 
cago v. Christie Grain and Stock Co., 198 U.S. 236, 246 (1905). For a discussion of the legal 
background and theories involved in futures contracts, see Patterson, Hedging and Wager- 
ing on Produce Exchanges, 40 YALE L.J. 843 (1931). 

3 350 U.S. 46 (1955). 

4 The first definition of a capital asset appeared in the Revenue Act of 1921, Sec. 206(a) 
(6): ‘*The term ‘Capital Assets’ as used in this section means property acquired and held 
by the taxpayer for profit or investment for more than two years. ...’’ Similar sections are 
found in the Revenue Acts of 1924 (208(a) (8)); 1926 (208(a) (8)) ; 1928 (101 (ce) (8)); 
and 1932 (101(¢) (8)). 

5 The Silk Exchange requires delivery before seven months, and the Cotton and Wool Ex- 
changes require delivery before 17 months. 

6 Revenue Act of 1934, Sec. 117(b). A similar definition is found in section 1221 of the 
1954 Code. 
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give ordinary income and loss treatment only to those who engaged in 
buying and selling in excess of their hedging requirements, thereby changing 
the hedging contracts into stock in trade or property held primarily for 
sale to customers.’ This treatment did not satisfy taxpayers who used hedges 
as an ordinary and necessary part of their business. The $2,000 deduction 
limitation on losses where there were no offsetting gains, imposed by the 
1934 Revenue Act,® did not seem equitable to the taxpayer who could pur- 
chase no other form of insurance. 

The official solution to this dilemma first appeared in G@.C.M. 17322,° 
issued in 1936 in response to a request from a textile manufacturer dealing 
in cotton futures. It provided that ‘‘. . . [w]here futures contracts are 
entered into only to insure against . . . risks inherent in the taxpayer’s 
business, the hedging operations should be recognized as a legitimate form of 
business insurance.’’ 2° 

The memorandum illustrated typical situations in which hedging transac- 
tions were to be considered essentially insurance. The first of these, which 
may be called the excess inventory situation, comes about when the taxpayer 
finds he has large quantities of inventory on hand and fears a decline in 
the market before he can turn this inventory into manufactured goods. In 
such situations the taxpayer enters into future sales contracts, viz., assumes 
a short position. The second type of transaction, which might be ealled the 
sales commitment situation, comes about when the taxpayer has contracts 
for future delivery of manufactured goods with insufficient inventory on 
hand and fears that a rise in inventory prices will cancel his expected profit. 
In such situations the taxpayer enters into futures purchase contracts, viz., 
assumes a long position." : 

Four years after the issuance of the memorandum, this solution received 
its first court test in the Ben Grote case.!* Taxpayers were wheat farmers 
who protected the price of their crop by short sales of wheat futures (an 
excess inventory situation). The Board of Tax Appeals found from the 


7 John W. Williamson, 18 T.C. 653 (1952). 

8 Revenue Act of 1934, See. 117(d). A similar limitation is contained in section 1211 of 
the 1954 Code, although the monetary amount has been changed. 

9 XV-2 Cum. BuLL. 151 (1936). 

10 Jd, at 152. 

11 Jbid. The memorandum also illustrates the problems present in the proper accounting 
treatment of these contracts. They may be treated as insurance and only the net result 
accounted for, or they may be considered as being a part of inventory, thus affecting the 
cost of goods sold. Nevertheless, the insurance nature of hedges is emphasized: ‘‘ Re- 
gardless of accounting or inventory methods in use, provisions pertaining to capital gains 
and losses govern gains or losses on futures contracts which are speculative.’’ Id. at 155. See 
also G.C.M. 18383, 1937-2 Cum. Buu. 244; I.T. 3123, 1937-2 Cum. BuLu. 114; G.C.M. 
18658, 1937-2 Cum. But. 77; Corn Products Refining Co. v. Comm’r, 215 F.2d 513, 516 
(2d Cir. 1954) ; H. Elkan & Co., 2 T.C. 597 (1943). 

1241 B.T.A. 247 (1940). In the same year the Board bypassed a discussion of G.C.M. 
17322 by holding in a memorandum decision that the taxpayer was a mere speculator and 
the G.C.M. was not applicable. W. H. Wilson, P-H B.T.A. Mem. Dec. J 40607. 
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evidence that taxpayers were trading in futures solely for the purpose of 
protection against price fluctuation. The Board did not discuss G.C.M. 17322 
but merely applied it to the facts as found and allowed taxpayers to deduct 
their losses in full as ordinary and necessary business expenses. 

After this case the tempo of litigation involving hedges increased. In 
1941 the Court of Appeals for the Fifth Circuit reversed a holding by the 
Board of Tax Appeals in Farmers & Ginners Cotton Oil Co., to the effect 
that the questioned transactions were hedges and therefore gave rise to 
ordinary losses rather than capital losses.1* In that case taxpayer was a 
manufacturer of crude cottonseed oil. As the product deteriorated rapidly, 
it had to be sold soon after its manufacture to be converted into refined oil. 
Because there was a direct ratio between the market price of crude oil and 
refined oil, whenever taxpayer was forced to sell its product at low prices 
it ordered its broker to buy refined oil at a correspondingly low price. Occa- 
sionally, however, several weeks went by before the futures contracts could 
be purchased at the requested price; there was no futures market in cotton- 
seed or crude cottonseed oil. With four members dissenting, the Board held, 
on the authority of Ben Grote and G.C.M. 17322, that these transactions 
were hedges and that losses incurred therein were ordinary losses. One of 
the dissenting opinions pointed out the fact that this case fitted neither the 
excess inventory nor the sales commitment illustrations contained in the mem- 
orandum and thus reasoned that there was no risk to be insured against.14 

The Court of Appeals for the Fifth Circuit reversed on the grounds that 
this was not a hedge but the assumption of an independent risk after the 
original risk had been closed out; that taxpayer was not in the refined oil 
business ; and that the only reason for the purchases was to attempt to recoup 
their losses with another risk. ‘‘. . . To exercise a choice of risks, to sell 
one commodity and buy another, is not a hedge; it is merely continuing the 
risk in a different form.’’ 

In the same year, in Commissioner v. Banfield,® the Court of Appeals for 
the Ninth Circuit, when faced with a sales commitment situation in the 
operation by taxpayers of a wheat farm, questioned the Board’s applica- 
tion of the memorandum to all futures cases. ‘‘The departmental rulings 
on this subject in individual cases are clearly not to be taken, and were 
intended not to be taken, as authority for the proposition that all dealings 
in futures related to the business of the taxpayers are to be regarded as 
true hedges.’’ 17 

The Court then reversed the Board’s decision on the futures contracts and 
found them to be capital losses, holding that these contracts did not fall into 


18 Farmers & Ginners Cotton Oil Co. v. Comm’r, 120 F.2d 722 (5th Cir. 1941), reversing 
41 B.T.A. 1083 (1940), cert. denied, 314 U.S. 683 (1941). 

14 See dissent of Hill, Member, in Farmers & Ginners Cotton Oil Co., 41 B.T.A. 1085 
(1940). 

15 Farmers & Ginners Cotton Oil Co v. Comm’r, 120 F.2d 772, 774 (5th Cir. 1941). 

16 122 F.2d 1017 (9th Cir. 1941). : 

17 Comm’r y. Banfield, 122 F.2d 1017, 1020 (9th Cir. 1941). 
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any of the exceptions to the capital asset definition, and if there were any spe- 
cial circumstances involved, it was the taxpayer’s duty to bring them to the 
attention of the Board. The Court found that the taxpayer had not sustained 
this burden. Thus, the Court of Appeals for the Ninth Cireuit gave notice that 
it would hold taxpayers to the statutory language in the absence of special 
circumstances, which had to be proved by the taxpayer. 

The Board of Tax Appeals refused to follow the Court of Appeals for the 
Ninth Circuit. In Kenneth S. Battelle 1® the Board chose to follow the Ben 
Grote case and applied the definition of hedging to the particular facts in- 
volved.?® Taxpayer dealt in futures for wheat, corn, cotton, and rye.”° The 
Board considered this an excess inventory situation, 7.e., that the taxpayer 
was attempting to protect himself against a drop in the market price of his 
growing crops. The Board dealt with these futures in three groups, those in 
which taxpayer held a long position, those in which he straddled, and those in 
which he held a short position. Because this was considered to be an excess in- 
ventory situation, those transactions in which the taxpayer held a long posi- 
tion could not be hedges. Those transactions in which the taxpayer straddled, 
that is, went from long to short and back again, were by their very nature 
speculative since there were no concurrent rapid and sporadic changes in the 
market. 

The taxpayer in this case entered into and held a short position in both 
cotton and wheat before he had planted either crop. The wheat futures, how- 
ever, called for deliveries in May, July, and September. Taxpayer had no 
wheat on hand during those months and, indeed, did not plant any until No- 
vember. The Board refused to call this a hedge, because there was no concur- 
rence of risk, the futures having been- closed before the planting (the obverse 
of the Farmers & Ginners situation). The Board did allow an ordinary loss 
for the cotton futures, however, because they called for delivery at the time 
and in the amount the taxpayer expected to harvest from his own crop. Thus, 
for the first time in an excess inventory situation the Board recognized hedges 
where there was no risk when the hedges were contracted on the reasonable 
anticipation theory. ‘‘The fact that a taxpayer does not have the commodity 
on hand at the time he assumes the short position does not preclude him from 
correctly terming it a hedge so long as he shows his purpose was to offset the 
production risk of a commodity he expects to have on hand for sale.’’ * 


B. Conriict AMONG THE CIRCUITS 


The Farmers & Ginners ease was the first decision in the triumvirate that 
led to the granting of certiorari. The second came in 1945 when the Court of 


1847 B.T.A. 117 (1942). 

19 The definition applied was that contained in Comm’r y. Farmers & Ginners Cotton 
Oil Co., supra note 13, at 744; see p. 94 infra. 

20 The transactions in rye and corn futures were claimed to be hedges on taxpayer’s 
barley crop, for which there was no futures market. Both rye and corn were customarily 
used for hedging of barley. 

21 Kenneth S. Battelle, 47 B.T.A. 117, 127 (1942). 











1957] NOTES 91 


Appeals for the Sixth Circuit decided Trenton Cotton Oil Co. v. Commis- 
sioner,” affirming the Tax Court holding that the futures transactions in- 
volved were not hedges, but reversing its holding that they were not wash 
sales within section 118 of the 1939 Code. The Tax Court chose to follow the 
opinion of the Court of Appeals for the Fifth Circuit in the Farmers & Gin- 
ners case. On the authority of that case the Tax Court stated that essentially 
similar facts in both cases gave rise here to the conclusion that the taxpayer’s 
purchase of refined cottonseed oil futures was not made to protect it against 
loss on the purchase of cottonseed or on the sale of crude oil for future deliv- 
ery. The Court of Appeals for the Sixth Circuit found sufficient substantial 
evidence for this finding but concluded that in this particular case, because of 
the taxpayer’s activity in the futures market, he came within section 118. It 
held that these futures transactions were dealings in securities as specified by 
the wash sales provisions. 

The third decision to lay the foundation for a grant of certiorari came in 
1946 when the Court of Appeals for the Third Circuit affirmed, per curiam, 
the Tax Court decision in Estate of Dorothy Makransky.** In that case the 
taxpayers were manufacturers of men’s clothing. In 1939, due to a war seare 
as to the unavailability of raw materials, they purchased 100 futures con- 
tracts for wool tops (raw material which is then made into cloth). They in- 
tended to take delivery of this mechandise. The war scare evaporated in the 
following months, and the taxpayers closed out these contracts at a sizable 
loss. 

The majority of the Tax Court could not classify this transaction as a sales 
commitment situation because there was no evidence of sales of the manufac- 
tured product. Although there was no doubt that had petitioners taken deliv- 
ery under these contracts, their inventory and cost of goods sold would have 
been higher, resulting in an ordinary loss, the majority refused to call this a 
hedge since it was a single, isolated transaction and did not offset any current 
risk. Both the majority and minority opinions ignored the reasonable antici- 
pation theory of the Battelle case. The dissenting judges would have enlarged 
the definition of a true hedge contained in G.C.M. 17322 and held this to be 
a hedge since it attempted to insure the profitable conduct of the business, re- 
gardless of whether it fitted into the excess inventory or sales commitment 
theories. 

However, the Tax Court still allowed ordinary loss treatment when con- 
fronted with one of the classic situations set forth in the G.C.M. The case of 
Stewart Silk Corporation,* decided in 1947, presented an excess inventory 
situation. The taxpayer, a manufacturer of silk products, depended on fac- 
tors for its operating capital. The taxpayer had a large raw material inven- 
tory and, on the factor’s advice, sold futures for one-third of it. Rising raw 


22147 F.2d 33 (6th Cir. 1945), reversing in part 2 TCM 1172 (1943), rehearing denied, 
148 F.2d 208 (6th Cir. 1945). 

23 154 F.2d 59 (3d Cir. 1946), affirming per curiam 5 T.C. 397 (1945) ; four judges dis- 
senting). , 

249 T.C. 174 (1947). 
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silk prices resulted in a loss when the contracts matured. The Tax Court held 
this to be a hedge or the maintenance of an even or balanced position, the only 
form of insurance available to the taxpayer. The risks coincided throughout 
and ended at the same time. In a 1954 decision the Tax Court reached the 
same result in a similar excess inventory situation and stated further that the 
futures do not have to be closed out concurrently with the cessation of the 
orignal risk so long as they are closed out within a reasonable time thereafter, 
in this instance within the same taxable period.*5 


C. Tae SuprREME Court SPEAKS 


In January, 1955 the Supreme Court granted certiorari in Corn Products 
Refining Co. v. Commissioner ** because of an asserted conflict between the 
Court of Appeals for the Third Circuit in the Makransky case and the Courts 
of Appeals for the Fifth and Sixth Circuits in the Farmers & Ginners and 
Trenton Cotton Oil cases. 

Corn Products Refining Company is a large manufacturer of products 
made from grain corn. The company had storage facilities for only a three 
weeks’ supply of grain. In order to protect itself from possible price increases, 
the company established a long position in corn futures, selling them as it pur- 
chased spot corn for use. In 1940 the company had a net profit of $680,000 
from these futures transactions, but in 1942 it suffered a loss in the amount 
of $110,000. In reporting its income for 1940 and 1942, the company origin- 
ally accounted for these gains and losses as ordinary income and loss but later 
sought to have them treated as capital gains and losses. The petitioner also 
argued that these transactions fell within the wash sales provisions of the 1939 
Code. The Tax Court side-stepped the hedging issue by holding that these con- 
tracts did not fall under the wash sales provisions, and therefore, under the 
facts presented in this case, the tax would be the same whether or not capital 
gain provisions of section 117 applied.?7 

The Court of Appeals for the Second Circuit held that these gains and 
losses were properly treated as ordinary gains and losses even though they 
were not ‘‘true’’ hedges.?8 The Court pointed out that a true hedge could exist 
only when future sales of the manufactured product and its price were fixed, 
so that the commodity transactions would have the effect of insuring the 
dealer’s profit against both an increase or decrease in the price of the raw 


25 Fulton Bag & Cotton Mills, 22 T.C. 1044 (1954). In this case the Commissioner also 
contended that any taxpayer valuing its inventory on the LIFO method and maintaining a 
constant level of closing inventory had no risk against which to hedge. The Commissioner 
argued that in such cases there was no risk of ever sustaining a business loss caused by 
fluctuation of the market. The Court would not accept this contention, stating: ‘‘The 
method of accounting employed by a taxpayer has no bearing whatever upon, and, in fact, 
is an irrelevant factor in determining whether certain transactions on the commodities 
market constitute a true hedge.’’ Id. at 1052. The Commissioner has acquiesced in this re- 
sult. 1955-2 Cum. BULL. 6. 

26 350 U.S. 46 (1955). 

27 Corn Products Refining Co., 16 T.C. 395 (1951). 

28 Corn Products Refining Co. v. Comm’r, 215 F.2d 513 (2d Cir. 1954). 
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commodity. However, the Court classified these dealings, which protected the 
company only against price increases, as partial insurance and therefore 
within the scope of the hedging doctrine.”® Thus, the Court of Appeals for the 
Second Circuit, by ignoring the fact that the Tax Court had not made a find- 
ing as to the extent of future sales, in effect introduced the element of reason- 
ble expectation in a sales commitment situation, a step which the Court of 
Appeals for the Third Circuit had refused to take in the Makransky case. 
The Supreme Court affirmed the decision of the Court of Appeals for the 
Second Circuit under =. authority of G.C.M. 17322, noting that it had then 
been unchanged for <v years and had been consistently followed by the 
courts.*° The Court held these transactions to be a form of partial insurance, 
viz., against increase in the price of raw grain, which it thought was the major 
fear of the company. The Court ignored the Makransky result, while stating 
that the taxpayer could calculate its future sales as a result of its experience. 
The Court thus appears to have approved the application of the reason- 
able anticipation theory to a sales commitment situation.*4 It is questionable 
whether the Court of Appeals for the Third Circuit would have reached the 
same result in the Makransky case had it arisen after the Corn Products deci- 
sion, since in both cases future sales were not fixed and certain in number or 
price, but in either case their extent could reasonably have been anticipated. 
As the Supreme Court pointed out, Congress, in the 1954 Code, wrote the 
hedging exception into the statute in section 1233 concerning the treatment of 
gains and losses from short sales. This affirmation by Congress of the Com- 


29 Although the Court held that the result of these transactions was a form of partial in- 
surance, it did not agree with taxpayer’s contention that the hedging doctrine was a judge- 
made exception to the definition of a capital asset contained in section 117(a) (1) (1939). 
Rather, the Court indicated that because true hedges were used to stabilize inventory costs, 
they were ‘‘a part of the inventory purchase system’’ and thus fell within the proscription 
of section 117(a) (1) (A). Id. at 516. See also note 11 supra. 

The Supreme Court also disagreed with this contention of petitioner. However, the Su- 
preme Court stated that although hedges did not fit into the literal language of the section, 
‘*the capital asset provision of § 117 must not be so broadly applied as to defeat rather 
than further the purpose of Congress... [T]he definition of a capital asset must be nar- 
rowly applied and its exclusions interpreted broadly.’’ Corn Products Refining Co. v. 
Comm ’r, 350 U.S. 51, 52 (1955). It would seem that Justice Clark, speaking for a unani- 
mous Court, took this opportunity of serving notice that the Court would not look with 
favor on extensions of the capital asset definition. It remains to be seen whether the Court 
will apply its own literal language in the future and hold ‘‘that profits and losses arising 
from the everyday operation of a business be considered as ordinary income or loss rather 
than capital gain or loss.’’ See Simonsen Industries, Inc. v. Comm’r, 243 F.2d 409 (6th Cir. 
1957) ; John L. Clark, 27 T.C. 1006 (1957). 

80 Corn Products Refining Co. v. Comm’r, 350 U.S. 53 (1955). 

31 The Supreme Court also granted certiorari on the question whether commodity futures 
contracts were to be considered ‘‘ securities’’ within the meaning of section 118 of the 1939 
Code. The Court’s decision on the question of hedging made unnecessary its consideration 
of this question. We are still faced with a conflict between the Court of Appeals for the 
Sixth Circuit, which held section 118 applicable to commodity futures transactions in the 
Trenton case, and the Court of Appeals for the Second Circuit, which held them not to be 
within the provisions of section 118 in the Corn Products case. 
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missioner’s treatment of hedging transactions, together with the Supreme 
Court’s pronouncement in the Corn Products case, leaves no doubt as to the 
current characterization of gains or losses from such transactions.** However, 
the problem of what constitutes a hedge for these purposes still remains. Cer- 
tainly the decisions mentioned above make it clear that no court will accept 
an arbitrary designation without studying all of the factors involved. 


II. Wuat ConstituTEs A HEDGE 


The concept of a hedge is not susceptible of precise definition. G.C.M. 17322 
defines hedges as transactions ‘‘. . . which eliminate speculative risks due to 
fluctuations in... [market prices] ... and thereby tend to assure ordinary 
operating profits. .. .’’ 33 In the Farmers & Ginners case the Court of Ap- 
peals for the Fifth Circuit defined a hedge in similar general terms, saying :*4 


A hedge is a form of price insurance; it is resorted to by business men to 
avoid the risk of changes in the market price of a commodity. The basie prin- 
ciple of hedging is the maintenance of an even or balanced market position. 


Neither of these oft-quoted definitions give more than the bare general out- 
line of the principles of a hedge. There exists no concrete test for identifying 
a ‘‘true’’ hedge.*®° However, a study of the cases set forth above reveals the 
factors that the courts consider in determining whether a particular transac- 
tion or group of transactions falls within the hedging doctrine. These factors 
are timing, quantity, quality, and activity. 

A. Timing. The timing factor involves the question whether the hedge and 
the risk must coincide at any time during the life of the futures contract. Be- 
fore the reasonable anticipation theory was accepted by the courts, the risk 
had to be in existence before the futures contract was entered into. In the 
classical excess inventory and sales commitment situations cited in G.C.M. 
17322, the risk, that is, the present large inventory or the fixed sales com- 
mitments of products to be manufactured, was present before the hedge or 
insurance was contracted. 

These ‘‘typical’’ situations were not in accord with business reality in 
many instances. In the Battelle and Corn Products eases, taxpayers could 
foresee the risk before it was actually encountered and made provision for 
it on the basis of their reasonable expectations. Thus, by adding the reason- 


82 Two Tax Court cases decided after the Corn Products case have followed G.C.M. 17322 
and the Corn Products case. They are Albert Kurtin, 26 T.C. 958 (1956), an excess inven- 
tory situation, and Sicanoff Veg. Oil Corp., 27 T.C. 1056 (1957). 

83 G.C.M. 17322, XV-2 Cum. BuLu. 152 (1936). For a discussion of classes of dealers in 
commodity futures, see United States v. New York Coffee & Sugar Exchange, 263 U.S. 611, 
619 (1923), in which the Supreme Court divided traders into three classes: (1) hedgers; 
(2) legitimate capitalists; and (3) gamblers or irresponsible speculators. 

34 Supra note 13, at 774. 

35 Indeed, the phrase ‘‘true hedge’’ was discarded by the Supreme Court in the Corn 
Products case. The Court agreed with the taxpayer’s contention that the transactions were 
not true hedges, but held them to be entitled to ordinary gair and loss treatment under the 
general hedging doctrine. 
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able anticipation theory to G.C.M. 17322, the courts no longer penalized 
the actions of prudent business men. Of course, the question of reasonable 
anticipation is a question of fact for the courts to decide in each case.** 

By the very nature of its classification as insurance, the risk and the future 
must coincide at some time during the life of the risk. The element of in- 
surance is no longer present if the future is closed out before the risk becomes 
a reality. Nor can the risk be terminated before the future is purchased. Such 
a situation was characterized merely as a transference of risk in the Farmers 
& Ginners case, with no element of insurance involved. 

The ideal situation would have the future terminated at the same time 
as the risk terminates, as in the Corn Products case. In that case taxpayer 
either took delivery of the futures or sold them if the price of corn had not 
risen over its estimates. If the price of corn showed signs of increasing, tax- 
payer did not dispose of its futures until it purchased spot corn for manu- 
facture. 

In Fulton Bag & Cotton Mills ** the Tax Court recognized that the fact 
that the futures were not disposed of simultaneously with the termination 
of the risk does not of itself destroy the hedge nature of the futures transac- 
tion. The Court stated that concurrent termination was not necessary pro- 
vided the futures contracts were disposed of within a reasonable time after 
the termination of the risk. Thus the Tax Court served notice that it will 
consider retention of futures contracts for an unreasonable time after ter- 
mination of the risk as changing the transaction from a hedge to a speculation. 

As with standard forms of insurance, the taxpayer may dispose of the 
future before the risk is terminated. However, the inference to be drawn 
from such a course of action would tend to negate the hedge nature of the 
transaction. Disposition of the futures while the risk is still outstanding will 
invite closer scrutiny of the motive behind the entire transaction. 

B. Quantity. The taxpayer in a hedging situation does not have to insure 
against all risks, either in amount or nature. In the Stewart Silk case the 
Tax Court said: ‘‘. .. we do not understand that in order to constitute a 
true hedge it was necessary for petitioner to cover its entire inventory and 
offset every purchase of actuals with a corresponding futures contract.’’ *8 

Indeed, in some eases it is impossible to cover 100 per cent of the risk with 
futures. In one case the taxpayer was a dealer in hides which, by trade cus- 
tom, purchased the entire stock of hides held by its vendors regardless of 
the amount. The amounts actually delivered by vendors ranged between 


36 See Tennessee Egg Co., 47 B.T.A. 558 (1942). In that case the Board held that the 
futures transactions were not hedges, because there were no future sales commitments at 
the time the futures were bought even though the taxpayer actually sold during the year 
more than six times the quantity of the commodity specified in the futures contracts. The 
Board found as a fact that the taxpaper had made these contracts for specific reasons other 
than insuring itself against a fluctation in the price of the commodity. 

87 22 T.C. 1044 (1954). 

38 Stewart Silk Corporation, 9 T.C. 179 (1947). See also S. Steinberg & Co., 1 TCM 72 
(1942). 
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15,000 and 70,000 pounds. Hides futures are traded only in 40,000-pound 
lots. The Tax Court refused to hold the taxpayer to precisely 100 per cent 
protection.*® 

It is also impossible to have 100 per cent protection where the reasonable 
anticipation theory is involved. However, the reasonably expected crop or 
sales demand will serve as a satisfactory basis for the acquisition of futures 
for the purpose of hedging. Of course, the taxpayer has the burden of prov- 
ing what he ‘‘might reasonably have anticipated harvesting’’ *° and that his 
futures purchases were not greater than the reasonably expected risk. 

The Corn Products decision also established that taxpayers would not be 
held to complete insurance before hedging could be established. If a taxpayer 
wishes, he can protect himself against whichever risk, or part of a risk, that 
is most troublesome to him. In that case taxpayer’s futures policy protected 
it only against increases in raw material prices. It did not have compre- 
hensive protection against all market fluctuations. The Supreme Court felt 
that taxpayer could insure itself against whichever risk it thought to be more 
vital, without destroying the essence of hedging. 

C. Quality. The nature and extent of commodity futures markets has 
caused the courts to be lenient when considering the relationship between 
the subject of the risk and the commodity used as a hedge. There are futures 
markets for many commodities, but not for all.41 Where no markets are 
found, dealers have on occasion created new ones.*? The courts, however, 
have not demanded that hedges be in the same commodity as the subject 
of the risk where no market for that commodity exists. The courts have sig- 
nified their willingness to accept any commodity that is customarily traded in 
in place of the subject of the risk, such as corn and rye used as a hedge for 
barley, and butter used as a hedge for cheese.** 

Nor have the courts demanded that the quality of the hedge be the same 
as that of the subject of the risk. They have followed exchange rules in such 
instances. For example, they have permitted one grade of hides to be used 
as a hedge for another grade of hides.4* Apparently, the only criterion de- 
manded by the courts is that the commodity used as a hedge be so related 
to the subject of the risk as to reflect all fluctuations in market prices that 
might befall the subject of the risk.* 








89 §, Steinberg & Co., supra note 38. 

40 Kenneth 8. Battelle, 47 B.T.A. 117, 127 (1942). 

41 There are futures markets for such commodities as wheat, wool tops, fruit, corn, cotton, 
silk, eggs, hides, rye, and many others. 

42 §. Steinberg & Co., supra note 38. 

43 Albert Kurtin, 26 T.C. 958 (1956). 

448. Steinberg & Co., supra note 38. 

45 It is to be doubted whether courts would accept as hedges futures contracts in differ- 
ent commodities where there is a futures market for the commodity which is the subject of 
the risk. In such a case there may be a strong inference of some motive other than purely 
hedging. For a discussion of the problems involved in using a different commodity as a 
hedge, see the dissent of Hill, Member, in Farmers & Ginners Cotton Oil Co., 41 B.T.A. 
1083, 1085 (1940) ; Trenton Cotton Oil Co. v. Comm’r, 147 F.2d 33, 35 (6th Cir. 1945). 
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D. Activity. The history of a taxpayer’s futures dealings during the period 
in question will oft-times reveal whether or not the taxpayer is dealing as 
a hedger. A comparison of the market’s fluctuations and taxpayer’s needs 
will enable one to forecast the position the taxpayer should have assumed 
to protect against risks in both supply and price. 

In the excess inventory situation, the taxpayer can hedge only by assuming 
a short position in the futures market, since his risk is that the value of his 
inventory already on hand may shrink and force him out of competition. 
On the other hand, a taxpayer in the sales commitment situation can hedge 
only by assuming a long position, since his risk is that the price of raw ma- 
terials may rise to such an extent that his fixed commitments will become 
unprofitable. In either situation, straddling or rapid switching between a 
long and a short position will insure taxpayer against no risk and lead to 
the inference of speculation.** 

In addition to the position assumed, taxpayer must also be wary of his 
numerical activity in the futures market. Sporadic purchases and sales of 
futures, without equally sporadic price activity in the futures market, infers 
speculation even though the correct position is maintained throughout. As 
previously discussed, 100 per cent hedging is not necessary. However, hold- 
ing futures contracts for more than the amount of inventory on hand or 
for more than the reasonably anticipated need will change the entire trans- 
action or series of transactions into speculation.*7 Thus far the courts have 
not been inclined to call futures transactions in one commodity partly hedges 
and partly speculation. 


III. ConcLusion 


The Corn Products holding and section 1233 of the 1954 Code have firmly 
established the fact that commodity futures contracts used as hedges are 
integral parts of the taxpayer’s business and therefore give rise to ordinary 
income or loss and not capital gains treatment. However, neither the Supreme 
Court nor Congress saw fit to lay down any concrete rules for determining 
what is a hedge or to define the outer limits of hedging. It remains to be 
seen, then, how far lower courts will go in applying the hedging concept. 

The one big step forward taken by the courts since their acceptance of 
G.C.M. 17322 was motivated by accepted business philosophy, 7.¢., that pru- 
dent businessmen could reasonably foresee the extent of their production 
and the demand for their product in the near future. The acceptance of 
the reasonable anticipation theory by the Supreme Court removes the major 
criticism leveled against this treatment of hedges.*® The reasonable antici- 
pation theory has not come before the courts since the Corn Products deci- 
sion. It is to be anticipated that the courts will restrict its application to 
situations similar to those in the Battelle and Corn Products cases. 


46 Kenneth S. Battelle, supra note 40. 

47 Modesto Dry Yard, Inc., 14 T.C. 374 (1950) ; Karl N. Soeder, 13 TCM 200 (1954). 

48 See dissent of Smith, J., in Estate of Dorothy Makransky, 5 T.C. 414 (1945) ; Monv- 
GOMERY, FEDERAL TAXES; CORPORATION AND PARTNERSHIP 442 (1951-1952). 
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The question of reasonableness is a question of fact, and the Tax Court 
will have wide latitude in its use of the theory. However, the taxpayer will 
now be held to the lesser burden of proving a reasonable expectation of a 
large inventory or future sales commitments rather than proving that these 
risks actually existed at the time the futures contract was entered into. With 
this new burden of proof, different results may be forthcoming in cases sim- 
ilar to Estate of Dorothy Makransky * and Tennessee Egg Co.®° 

However, the basic approach of the courts to hedging thus far remains 
unchanged. By accepting G.C.M. 17322 as expanded by the reasonable an- 
ticipation theory, the courts have correctly recognized hedges as a business 
necessity where no other form of protection is available. The application of 
these general rules will continue to depend on the particular situation pre- 
sented in each ease, for ‘‘[t]his being largely a factual question, it must ne- 
cessarily be answered in each case upon the peculiar facts presented.’’ *1 

—BeERNARD KuLiIk * 


Assets and Earnings as Bases of Taxable Value. The valuation of closely- 
held shares as of a particular date for federal tax purposes presents a prob- 
lem difficult of solution and serious in nature. The difficulty stems from the 
existing variety of cases and the multiplicity of factors which prevents the 
formulation of any scientific basis upon which a valuation can be grounded ; ! 
the seriousness arises from the fact that the adjudication of these cases 
affects the liability of the taxpayers by thousands of dollars. Yet in the field 
of taxation, no question of fact is of greater importance than value, and no 
item of property is probably more frequently the subject of a valuation dis- 
pute than corporate shares for which no active market exists. 

When any item of property other than cash is involved in a taxable trans- 
action a valuation is required. Closely-held shares may be subject to valu- 
ation under the Internal Revenue Code when received as income in lieu of 
cash ; ? when involved in a taxable exchange of property; * when contained 
in the estate of a decedent ; * and when transferred in gift.5 

Federal estate and gift taxes are levied upon the value ® of the property 


49 Estate of Dorothy Makransky v. Comm’r, 154 F.2d 59 (3d Cir. 1946), affirming per 
curiam 5 T.C. 397 (1945). 

50 47 B.T.A, 558 (1942). 

51 Kenneth S. Battelle, supra note 40, at 125. 

* A member of the New York Bar. 

1 The absence of any scientific basis upon which valuation problems may be solved with 
precision has frequently been commented upon. I BonsrigHT, THE VALUATION OF PROPERTY 
252-253 (1937) ; I DEwinG, FINANCIAL Poticy or CoRPORATIONS 261 (4th ed. 1941) ; Exy, 
OUTLINES OF EcoNoMICcS 223 (5th rev. ed. 1930). See also comments by Justice Douglas in 
Consolidated Rock Products Co. v. Dubois, 312 U.S. 510, 526 (1941). 

2 See I.R.C. § 301 (1954). 

8 I.R.C. § 1102 (1954). 

41.R.C. § 2031 (a) (1954). 

5 I.R.C. § 2512(a) (1954). 

6 I.R.C. §§ 2031(a) and 2512(a) (1954). 
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as of the critical date, and federal income tax is assessed on the fair market 
value * of the property. However, the varying language of the respective 
statutes notwithstanding, it is generally recognized that it is the ‘‘fair market 
value’’ of the property which must be sought for estate and gift taxation 
as well as for income tax purposes.® 

When seeking to transform the statutory phrase into a dollar figure, the 
Treasury Regulations require: 


All relevant facts and elements of value . . . be considered in every case.® 


One of these factors—and frequently a factor the relevance of which is sub- 
ject to considerable dispute—is book value. Though both the authorities 1° 
and the statistical evidence '! appear to support the conclusion that book 
value does not play a demonstrable role in the determination of the market 


7I.R.C. § 1001(b) (1954). 

8 The federal income, estate, and gift tax Regulations uniformly employ the phrase ‘‘ fair 
market value.’’ Reg. 118, Sec. 39.22(a)-3; Reg. 118, Sec. 39.113(a) (14)-1; Reg. 105, Sec. 
81.10(a) ; and Reg. 108, Sec. 86.19(a). It appears no difference in construction is to be 
placed on the terms ‘‘value’’ as employed in the federal estate and gift tax statutes and 
‘‘fair market value’’ as employed in the federal income tax statute. II PauL, FEDERAL 
ESTATE AND Girt TAXATION 1215 (1942) ; Cecil H. Gamble, 33 B.T.A. 94, 99 (1935), aff’d, 
101 F.2d 565 (6th Cir. 1939). For a discussion of the meaning of the statutory phrase ‘‘ fair 
market value’’ and a method whereby the dollar amount may be determined, see Grunewald, 
An Old Formula in New Attire, 11 Tax L. Rev. 190 (1956). See also Gordon, What Is Fair 
Market Value?, 8 Tax L, Rev. 35 (1952), for a consideration of several interpretations of 
the statutory phrase ‘‘fair market value’’ and the judicial opinions which flow therefrom. 

9 Reg. 118, Sec. 39.113 (a) (14)-1; Reg. 105, Sec. 81.10(a) ; Reg. 108, Sec. 86.19(a). 

10 T DEWING, FINANCIAL POLicy OF CORPORATIONS 302, 304, 372 (5th ed. 1953) ; GraHam 
AND Dopp, Security ANALYSIS 410 (3d ed. 1951); PLUM anpD HuMPHREY, INVESTMENT 
ANALYSIS AND MANAGEMENT 283 (1951) ; CLENDENIN, INTRODUCTION TO INVESTMENTS 75 
(1950) ; BapGER, VALUATION OF INDUSTRIAL SECURITIES 137 ff. (1925). See also II Bon- 
bright, op. cit. supra note 1, at 1057-1059. 

11 A study was made in the fall of 1953 of the book value-market value relationship of 
all common stocks listed on the New York Stock Exchange. The study disclosed that 62 per 
cent of the shares were selling at a discount of 20 per cent or more below book value. 100 
Cona. Rec. A1184 (1954). A study of the shares of a large number of companies listed on 
the New York Stock Exchange for the years 1933 through 1937 indicated that during this 
period market prices tended to exceed book values. During every year covered by the study, 
on the basis of a weighted average, market prices tended to exceed book values. The results 
of this study may be explained, at least in part, on the ground that this study was made of 
the years following the substantial write-downs of asset values following the crash of 1929. 
WOLFE, VALUATION OF SECURITIES AND ORGANIZED EXCHANGES 353, 404 ff. (unpublished 
thesis in University of Wisconsin Graduate School Library (1938). Dr. Badger made a study 
of the book-value market price relationship of seven corporations for the three-year period 
1919 through 1921. Dr. Badger found that of the 21 situations studied (seven corporations, 
each for a three-year period), the shares of no one company in any one year sold above 
book value. The shares of General Electric came the closest to selling on a par with book 
value, In 1919 the shares sold at 99 per cent of book value. At the other end of the scale 
were the shares of United States Steel which sold at 34.3 per cent of book value in 1921. 
Banger, op. cit. supra note 10, at 144. It is of interest to note that 1949 Standard & 
Poor’s Corporation published a list of approximately 175 corporations, whose shares were 
traded on the New York and American Stock Exchanges, which were selling at about their 
net current asset value, being less than book value. 
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price of quoted shares,!? book value is always a factor to be considered 
and not infrequently is assigned considerable weight in the determination 
of the fair market value of closely-held shares for federal tax purposes. 
Numerous decisions have been based on book value,’ and despite the 
statistical evidence to the contrary and the rather general agreement of the 
authorities regarding the inadequacy of the book-value approach to valu- 
ation, it appears the agents of the Internal Revenue Service continue to rely 
heavily on book value in their determinations of ‘‘fair market value.’’ 15 The 


12 Two important industry groups are popularly cited as exceptions to this generalization, 
i.e., public utility and financial company shares. GRAHAM AND Dopp, op. cit. supra note 10, 
at 191, Close examination will reveal, however, their illusory character. The real basis for 
the valuation of financial company shares is earning power and little coincidence has been 
found between, for exampie, the market prices of bank stock and the book values of banks. 
I DEWING, op. cit. supra note 1, at 301 ff. The essential ingredient of public utility share 
valuation is also earning power. Book value is of little significance in those states where a 
reproductive cost rate base is used. GRAHAM AND Dopp, op. cit. supra note 10, at 519. It 
is probably of no significance in the valuation of unsuccessful public utility and railroad 
company shares. I DEWING, op. cit. supra note 1, at 341 ff. 

13 Reg. 118, Sec. 39.113 (a) (14)-1; Reg. 105, See. 81.10(c) ; Reg. 108, Sec. 86.19(¢). In 
George A. Ricker, 10 B.T.A. 11, 13 (1928), the Board of Tax Appeals said: ‘‘It is also well 
established that in determining the fair market value of stock, reference may be had to the 
value of the corporate assets, as well as to all other pertinent factors.’’ Estate of Jacob 
Fish, 1 B.T.A. 882 (1925). In Grant Trust and Savings Company, 3 B.T.A. 1026, 1029 
(1926), the Board stated: ‘‘In the valuation of closely held stock the book value must 
serve as a basis, if the result, as stated by the court, is to be anything more than a ‘ dignified 
guess.’ ’’ Schnorbach v. Kavanagh, 102 F.Supp. 828 (W.D. Mich. 1951); Mary A. B. Du 
Pont Laird, Ex’r, 38 B.T.A. 926 (1938) ; George D. Harter Bank, 38 B.T.A. 387 (1938) ; 
Estate of Samuel E. Montgomery, 12 TCM 1380 (1953) ; Walter L. Patton Estate, 10 TCM 
1066 (1951). 

14 In In re Nathan’s Estate, 166 F.2d 422, 426 (9th Cir. 1948), the Court stated: ‘‘The 
conclusion that under certain circumstances the value of stock in a closely held corporation 
which has never been sold to the public is to be ascertained solely on the basis of the corpo- 
ration’s net worth, is not without precedent.’’ Bank of California National Association v. 
Comm’r, 133 F.2d 428 (9th Cir. 1943) ; Brooks v. Willicuts, 78 F.2d 270 (8th Cir. 1935) ; 
True v. United States, 51 F.Supp. 720 (E.D. Wash. 1943) ; Weber v. Rasquin, 23 F.Supp. 
523 (E.D.N.Y. 1938) ; Estate of Bozo Banac, 17 T.C. 748 (1951) ; Estate of Frederick A. 
Koch, 28 B.T.A. 363 (1933) ; Estate of Edward E. Hanscom, 24 B.T.A. 173 (1931) ; Estate 
of A. S. Pendleton, 20 B.T.A. 618 (1930); Estate of George F. Milton, 17 B.T.A. 380 
(1929) ; Estate of David Weingarten, 13 B.T.A. 249 (1928) ; Estate of Morris Nathan, 12 
B.T.A. 681 (1928) ; Estate of Alfred D. Kaufmann, 11 B.T.A. 412 (1928) ; Estate of War- 
ren H. Simmons, 3 B.T.A. 1360 (1926) ; Estate of T. C. Thompson, 3 B.T.A. 902 (1926) ; 
Otis Weld Richardson, Ex’r, 1 B.T.A. 1196 (1925) ; Estate of Albert H. Stearns, 1 B.T.A. 
1252 (1925); William Ziegler, Jr., 1 B.T.A. 186 (1924); Estate of Reuben J. Freed, 6 
TOM 216 (1947) ; Estate of James Hogan, 3 TCM 315 (1944). 

15 Hamburg, Tax Valuation of Real Estate, Stock and Goodwill in PRocrEDINGS or NEW 
York UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 152 (1948) ; Bushman, 
Valuation of Close Corporation Securities, 90 Trusts & EsTaTEs 229 (1951); Johnson, 
Shapiro, and O’Meara, Valuation of Closely-Held Stock for Federal Tax Purposes: Ap- 
proach to an Objective Method, 100 U. or Pa. L. Rev. 170 n.10 (1951). See also BuTTERS, 
LINTNER, AND CAREY, EFFecTS OF TAXATION ON CORPORATE MERGERS 85 (1951) ; Harriss, 
Girt TAXATION IN THE UNITED STATES 84 (1940). 
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result is a tendency toward unfair valuations which become resolved into 
inequitable tax liabilities. Significantly, the charge that Treasury valuations 
are unfair is frequently related to the assertion that Treasury officials rely 
too heavily on book value. Because of the progressive tax rates, the size of 
the tax liability is greatly affected by over-valuations, and as tax rates in- 
crease, so do the inequities resulting from unfair valuations.’ 

The importance of proper valuations in the present era of high tax rates 
suggests the timeliness of a general discussion of assets and earnings as val- 
uational bases, giving specific consideration to the three, and possibly four, 
situations where asset value may appropriately serve as the basis of fair 
market value, and seeking to dispel the persistent belief that the book-value 
factor is an item which may properly be accorded independent weight in 
a valuation of corporate shares when the valuation rests on anticipated future 
earning power. This is the objective of the present paper. 


Tue BeEvIEF IN THE BooK-VALUE Factor 


Fundamentally the economic value of corporate shares rests on the future 
flow of income they are expected to yield. Broadly speaking, this future flow 
of income to the shareholder of a closely-held company may be measured in 
terms of earnings and dividends when considering a going concern or in 
terms of the amount it is anticipated will be realized upon liquidation where 
that is probable. The latter case is encountered infrequently. In the more 
usual situation the valuation of the shares is based on anticipated earnings. 
Where the valuation of the shares is so grounded, ascribing an independent 
weight to the book-value factor is fallacious and lacking in scientific support. 
However, despite the rather general acceptance of the theory that the value of 
shares rests on anticipated future flow of income, the belief apparently per- 
sists that the book-value factor is properly accorded independent weight even 
when the valuation is based on anticipated earning power.!7 

The ascription of independent weight to the book-value factor in those situ- 
ations where the valuation rests on earning power appears to be based on 
what might be termed ‘‘the large tangible assets doctrine.’’ The belief appears 
to persist because of a confusion between hypothesis and fact. The hypothesis 
is that the earnings which may be attributed to tangible assets are more per- 
manent in nature than those which may be ascribed to intangible assets.18 The 


16 Based on several simplifying assumptions, if the true net value of an estate were 
$100,000, a ten per cent over-valuation would result in a 45.8 per cent increase in the estate 
tax liability. Burrers, LINTNER, AND CAREY, op. cit. supra note 15, at 88. 

17 Assets are frequently given independent weight in determining shares in a consolida- 
tion on the thought that they may be an independent basis of profit. However, assets should 
be accorded weight only on the basis of their estimated contributions to earning power. 
GUTHMANN AND DOUGALL, CORPORATE FINANCIAL Poticy 571 (3d ed. 1955). 

18 DOWRIE AND FULLER, INVESTMENTS 310 (2d ed. 1950) ; CLENDENIN, op. cit. supra note 
10, at 84; Finnegan, Valuation of Business Interests, 69 Trusts & Estates 472 (1939) 
The hypothesis is that fixed assets are a more reliable basis of earning power than mana- 
gerial ability or good will. Conversely, of all assets good will is the least stable. This has, 
of course, never been demonstrated. 








102 TAX LAW REVIEW [Vol. 13: 


hypothesis appears to be based on two premises: that large amounts of tan- 
gible assets are a sort of barrier to effective competition, and intangible ele- 
ments and the earnings which are derived therefrom are transitory and 
ephemeral in nature 

To implement this view there has arisen two methods for ascribing an in- 
dependent weight to book value where the valuation of the corporate shares is 
based on earning power. Both reach the same result—the modification of the 
value of the shares as based on earning power for a deficiency (or excess) of 
underlying tangible assets. One method requires the value of the shares based 
on earning power to be reduced by one-quarter of the amount whereby it ex- 
ceeds twice the asset value, or the earning-power value to be increased by one- 
half the excess of current-asset value of the shares over the earning-power 
value.!® The other method is variously known as the split rate method, the 
Years’ Purchase Formula, or the income tax method. This method was pub- 
lished in an early ruling *° and has frequently been followed by the Service in 
the valuation of closely-held shares. Under this method, the earnings attribut- 
able to tangible assets are capitalized at a lower rate than those attributable 
to intangible assets. Typical rates would be eight per cent on earnings ascrib- 
able to tangible assets and fifteen per cent on the remaining earnings for a 
non-hazardous business, or ten per cent and twenty per cent, respectively, for 
hazardous enterprises. 


Book VALUuE—LItTTLE RELATIONSHIP TO MARKET PRICE 


That there are few, if any, coincidences between the quoted market prices 
of corporate shares with their book values should not appear surprising. Book 
value represents a ‘‘cost’’ which is historical, whereas ‘‘market value’’ is 
anticipatory and represents the benefits to be derived from the ownership of 
the property in question. A dollar bill remains a dollar bill regardless of 
changes in the purchasing power of money. In this form it may readily be 
transformed into four quarters, ten dimes, ete., and the total amount of money 
remains one dollar. But once the dollar has been invested in plant and equip- 
ment, the plant and equipment are no longer necessarily worth the amount 
paid for them ; they may be worth either more or less. Its value once the money 
has been invested is dependent upon the earning power of the assets and the 
amount people are ready, willing, and able to pay for those earnings. 

Approximately fifty years ago book value was considered an important 
factor in the valuation of corporate securities. Book value was accorded such 
weight that people were truly shocked to find that a corporation had watered 
its stock. Today little attention is paid to the book value of common stock 
when considering its purchase or sale, and stock is seldom watered. Earnings 


19 GRAHAM, THE INTELLIGENT INVESTOR 163-164 (1954). See also GRAHAM AND Dopp, 
op. cit. supra note 10, at 410. 

20 A.R.M. 34, 2 Cum. BULL. 31 (1920). For an illustration of the utilization of this method 
see FINNEGAN, op. cit. supra note 18, at 474. Sce also Estate of Straus, 8 TCM 442 (1949). 
The dual-capitalization method of valuation has been termed an ‘‘over refinement.’’ I 
BonBRIGHT, op. cit. supra note 1, at 243. 
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are the primary consideration. The market price of shares reflects anticipated 
earnings (sometimes reported earnings), the degree of risk, and the market’s 
evaluation of that degree of risk which attaches to the shares, and the amount 
of dividends being paid. But the book-value factor does not appear to have 
any influence on the market price of industrial common shares.”? 


VALUATION AND THE BooK-VALUE FAcToR 


7 


Despite the lack of any demonstrated coincidence between ‘‘cost’’ and 
‘‘value,’’ the book-value factor is always considered to have, and is frequently 
accorded, substantial weight in the determination of the ‘‘fair market value’’ 
of closely-held shares for federal tax purposes. 

Two routes exist by which the book-value factor may legitimately be taken 
into account. Following one route, the book-value factor is examined for any 
light which it may shed on the anticipated earnings to be capitalized. Book 
value, when so employed, is considered only of secondary or contributory sig- 
nificance in relation to earning-power value. It is deemed of no significance 
and entitled to no weight as a separate entity or in its own right. This manner 
of employing and viewing the importance of the book-value factor in the 
evaluation of corporate shares may be designated as the ‘‘indirect’’ utiliza- 
tion of the book-value factor. 

Following the second route, the determined value of the corporate shares 
as based on anticipated earning power is directly modified or adjusted in order 
to reflect a deficiency or excess of underlying tangible assets. Here the book- 
value factor is accorded separate and independent weight. It is given weight 
in its own right. It is not considered as merely one of many factors to be taken 
into account in estimating future earning power. The Years’ Purchase For- 
mula represents one method of following this second valuation route, which 
is essentially an amalgamation of two separate approaches to the valuation 
of corporate shares. Where both the book-value factor and the earning-power 
value factor are accorded independent significance and assigned separate 
weight, the result is an approach to valuation which reflects the view that an- 
ticipated future earning power is determinative of value and that book value 
(cost) is also in some way determinative of value or can command a value 
which would not be possible in the absence of the book value. Such an amal- 
gamated valuation approach may be viewed as a teeter-tottor with the book- 
value factor resting on one end and the earning-power value factor resting on 
the other. The symbolic teeter-totter would be in balance when in an evalua- 
tion of corporate shares the book-value factor and the earning-power value 
factor were each being accorded equal and separate and independent weight. 

Intermediate positions on either side of the balanced position would be 
where the book-value factor or the earning-power value factor was being 
accorded the predominant weight, and the other factor the lesser but still in- 
dependent weight. The two ‘‘absolute’’ positions would be where the evalua- 
tion of the corporate shares was based solely on the book-value factor or en- 


21 GRAHAM, op. cit. supra note 19, at 163. 
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tirely on the earning-power value factor with book value being considered 
only indirectly and accorded no weight in its own right. Either of these, the 
‘‘pure’’ earning-power approach to valuation where book value is given no 
independent weight or the book-value approach to valuation, when employed 
as separate and independent methods of valuation, may be supported. How- 
ever, where the book-value factor and the earning-power factor are wedded 
as independent entities into a single valuational approach and thereunder 
each is accorded separate and independent weight, one may find little evidence 
for support. Such a merger is without foundation; it is a confused attempt 
to combine two methods of valuation into a single method of valuation. 

Fundamentally the value of corporate shares rests on anticipated future 
income. Shares have no value in and of themselves. In the majority of situa- 
tions this income is measured in the form of earnings. Now, where the future 
earnings of an enterprise may be estimated with a high degree of certitude, 
that forecast should be sufficient. However, this is not the usual situation. 
The anticipated earning-power figure is merely an estimate, and it may be a 
very crude estimate at that. Thus, the book value of the properties, though it 
may often be quite arbitrary and seldom bears any relation to market value, 
cannot be safely ignored. Their cost, physical condition, the type of asset, etc., 
must be taken into consideration for any clue they may furnish regarding the 
anticipated earnings to be capitalized. 

It is not inconsistent or contradictory to suggest that the book value of the 
assets be considered for any clues which might be revealed concerning the 
future earning power of the corporation. Earning power still remains the 
primary consideration. The book-value factor and the other elements of value 
are here merely of secondary significance and serve as indicators of the anti- 
cipated future earnings and the rate at which they may properly be capital- 
ized. What is contradictory, however, is to contend that the value of corpo- 
rate shares, where no liquidation is intended, rests on earning power and at 
the same time contend that book value is to be considered as a separate valua- 
tional factor. If independent weight is to be ascribed to book value, then this 
factor must in some way be determinative of value. But in view of the dy- 
namic nature of our economy, there is little room to wonder why any correl- 
ative basis between cost and value has not been established. Attempts to 
discover such a basis have not met with success.** Failure to establish any 
coincidence between cost and value is reflected in the general lack of confi- 
dence in the book-value approach to the valuation of corporate shares. But the 
belief persists that book-value is an important factor, not merely because of 
any clue which it may reveal concerning the future earning power of the cor- 
poration, but as an independent factor to be considered along with earning- 
power value and accorded independent weight. The contradiction is funda- 
mental and seemingly apparent ; yet it is tenacious. 


22 JOHNSON, SHAPIRO, AND O’MEARA, op. cit. supra note 15, at 170, 190. 
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INTANGIBLE Assets Not of AN EPHEMERAL NATURE 


The confusion between fact and hypothesis has resulted in perpetuation 
of the belief that earnings attributable to tangible elements are more perma- 
nent and less transitory in nature than those which may be attributed to in- 
tangible elements. Credibility is accorded this hypothesis when earnings at- 
tributable to tangible assets are valued at a lower rate of capitalization than 
those attributable to intangible assets (the Years’s Purchase Formula) or 
when the earning-power value of the shares is modified to reflect inadequate 
or abundant underlying tangible assets (the Graham Formula). This hypothe- 
sis, and consequently the techniques used to activate it, are open to question 
on theoretical grounds and on the basis of actual experience. 

Regarding the assertion that tangible assets provide a cushion, it is some- 
times argued that when difficult times arrive it is considerably easier to obtain 
eredit on the basis of tangible assets than on the basis of intangible assets to 
see the enterprise through such difficult period. Though there may be some 
practical justification for this contention, since human action is not always 
coldly precise, there is, however, no logical basis for such predilection on the 
part of the lender. If the assets, regardless of how tangible, have no earning 
power, they provide no sounder justification for the extension of credit than 
intangible assets which have lost their earning power. It is sometimes further 
contended that tangible assets provide a sounder basis for the extension of 
eredit because of their greater permanency and because the earnings there- 
from are not as subject to erosion nor are they as ephemeral in nature as the 
earnings attributable to intangible assets. 

But it has not been at all conclusively established that intangible assets are 
less stable in nature and their earning capacity less certain than the earning 
capacity of tangible assets.*° After all, tangible assets may be acquired with 
the mere expenditure of money, that is, anyone can acquire them. However, 
intangible assets may not be so easily acquired. The intangible values are the 
values which distinguish the profitable from the unprofitable enterprise in the 
same industry. Witness the wide disparity in the value of the shares of the 
various soft drink companies. It is not the superior tangible assets of the Coca 
Cola Company which account for the investment quality of the shares of that 
company as compared to the speculative nature of the shares of the other com- 
panies in the industry. The wide disparity in the quality of the shares of the 
respective companies is due to the intangible elements of value which, in the 
ease of the Coca Cola Company, have not proven the least bit transitory. 
There appears to be no substantial justification for believing that earnings at- 
tributable to intangible assets are less stable and more transitory in nature 
than the earnings attributable to tangible assets. Furthermore, according to 


23 On the basis of a study conducted by Gardiner C. Means, the conclusion was reached 
that there was no justification for the use of a higher rate of capitalization to be applied 
to earnings attributable to intangible assets than would be applied to tangible assets. I 
BonsRIGHT, op. cit. supra note 1, at 244, 
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the valuations registered thereon, it appears that the market believes the re- 
verse to be true.24 In any event, it is the prospective earning capacity which 
is the material consideration and not the proportion of tangible and intangi- 
ble assets which the corporation possesses. 


TANGIBLE Assets Not A DETERRENT TO COMPETITION 


Another argument advanced in support of the desirability and worth of 
large amounts of tangible assets is that they tend to deter competition and 
thereby protect an entrenched position.”> This argument is closely bound up 
with the argument that intangible assets are of an ephemeral and transitory 
nature. 

It may be true that large amounts of tangible assets tend to deter excessive 
numbers of competitors, but certainly not intense competition. Examples are 
the automobile and metals industries. If an industry is more than normally 
profitable, and it is believed that it is a relatively permanent situation 
and is clearly demonstrable to the skeptics, so that the necessary capital may 
easily be acquired, heavy and substantial investment may be little deterrent to 
future competition. Rather, the deterring factors may well be the difficulty of 
assembling the vital intangible elements necessary to the successful perform- 
ance of a large and complicated operation and the inability of the industry 
to support economically another organization of substantial proportions. 
Even the latter factor may be of little import in restraining entrance into the 
field of additional competitive units, as evidenced by the checkered career of 
the paper-board industry. Essentially it is the quality of the intangibles pres- 
ent which have given life to the inert assets which is determinative of the 
success of an enterprise and not the size of the dollar investment in tangible 
assets. 

What may fail to be appreciated is that it is not the large required invest- 
ment which discourages entrance into an industry, but rather the risk of loss 
of the invested capital. The two are quite different. There are usually suffi- 
cient funds available to promote a reasonably sure thing; when the venture 
is highly speculative and the outcome in extreme doubt capital becomes scarce. 
The critical factor is not the amount of capital necessary to ‘‘crash’’ the in- 
dustry, but the chances of success in accomplishing such task. 

It would seem, contrary to prevailing opinion, that the intangible elements, 
where they are a vital and dominant factor in the success of an enterprise, 
would be a greater barrier to sustained and effective competition than would 
large amounts of tangible assets. Tangible assets may be acquired by anyone 
willing to expend the funds, whereas the necessary intangible elements are 
acquirable by only a select few, and then perhaps only over an extended period 
of time. 

Though a great number of individuals may enter an industry or line of 
endeavor which requires little capital, these same individuals may perforce 


24 GRAHAM AND Dopp, op. cit. supra note 10, at 479. 
25 CLENDENIN, op. cit. supra note 10, at 403. 
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be shortly expelled therefrom unless they can acquire the necessary intangi- 
ble assets required for the successful operation of the enterprise. An extreme 
example would be the successful producers of Broadway shows. The tangible 
elements required for success are negligible, but the intangible elements re- 
quired are of the highest import. Yet there is no sign that the successful 
Broadway producers are being pressured by excessive competition. Quite the 
reverse is true. Their position, despite the small amount of capital required, 
is nothing less than entrenched. On the other hand, there is the cornor grocery 
store operator. The capital required to open the grocery store is not of a sub- 
stantial proportion. The competition, however, tends to be severe and the 
profit margins small. The crucial factor is not the small amount of capital 
required to enter the grocery business. It is the relatively negligible value 
which attaches to the intangible elements. The necessary intangible elements 
required to transform the necessary tangible assets into a going grocery busi- 
ness are relatively small and readily acquired. Because of the very reason that 
the necessary intangible elements are easily acquirable, they have little value, 
and what value exists is easily subject to erosion. 

For the point that heavy fixed assets deter competition, resort need but be 
had to the financial statements of the railroad companies. Despite their heavy 
fixed investments, they have not in the past been models of profitableness. 
Tangible assets of substantial amounts have been no bar to heavy competition 
both from within and without. 


Earnincs—Nort A Proper Basis or ‘‘ Farr Market VALUE’’ 


One need not delve very deeply into past history to find substantial logical 
justification for the use of book value in the valuation of business enterprises 
as a whole. In prior years when business enterprises generally were relatively 
small, a willing buyer and seller might agree upon some given price for the 
tangible assets of the business, arrived at either by approximation or by means 
of a detailed analysis of the worth of the assets. To this figure would be added 
an amount which represented the intangible values or good will which at- 
tached to the enterprise. The value of the intangibles was usually determined 
by multiplying the ‘‘excess’’ earnings above what was considered a normal 
return for the type of business by a number of years’ purchase. This had the 
net effect, however, of using earnings as the entire basis of the valuaticn even 
though only the residual earnings were actually capitalized. 

For relatively small business enterprises, say, a barber shop, this method of 
valuation may be substantially sound and the results fairly reliable. But as 
the size of the enterprise increases, it becomes increasingly difficult to estab- 
lish an accurate value for the tangible assets of the business without reference 
to their earning capacity. Where the enterprise is of substantial size, an at- 
tempt to determine the fair market value of the assets directly instead of ac- 
cepting the balance sheet figures will be fruitless, since the values to be deter- 
mined can rest only on earning power. Similarly, an attempt to value the as- 
sets separately without reference to the role they play in the going concern will 
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produce unreliable results. The enterprise must be valued as an economic en- 
tity, as a going concern, each element contributing its share, but all working 
together to produce the final result—a net profit.?* If liquidation is contem- 
plated, the situation is altered, but that is another matter. 

Even assuming a fair value for the assets could be determined without ref- 
erence to earning power, to say nothing of accepting the balance sheet figures 
coldly, it is still a very tenuous assumption that each of the shares is worth a 
pro rata portion of the net worth of the corporation. The block of stock under 
consideration to be valued for federal tax purposes may be worth more or less 
than the amount which would be arrived at by multiplying the number of 
shares in the block by the value per share. A material consideration would be 
whether a majority or a minority block of stock is involved. 

The courts on numerous occasions have indicated their recognition of the 
importance of considering earning power in a sound determination of value 27 
and the validity of the capitalized income method of valuation.*® The courts 
also appear to be generally aware of the illogical nature of book value, either 
adjusted or unadjusted, as a basis for the determination of the fair market 
value of closely-held shares for federal tax purposes. The comments of the 
Board of Tax Appeals in Anson Evans *® are illustrative. Though the Board 
considered the value of the underlying assets, it pointed out: 9° 

... What we are concerned with is the fair market value of the stock at the 


basic date, rather than actual net worth of the corporation as represented by 
its tangible and intangible assets, less liabilities. 


However, as has been pointed out, though the book-value factor is only of 
secondary or contributory importance in the majority of the situations calling 


26 For a contra position see Rice, The Valuation of Closely Held Stocks: A Lottery in 
Federal Taxation, 98 U. or Pa. L. REv. 385-388 (1950). 

27 Schnorbach v. Kavanagh, 102 F.Supp. 828 (D.C. Mich. 1951) ; Colonial Trust Co. v. 
Kraemer, 63 F.Supp. 866 (D.Conn. 1946) ; Blackard v. Jones, 62 F.Supp. 234 (W.D. Okla. 
1944) ; Mary A. B. Du Pont Laird, Ex’r, 38 B.T.A. 926 (1938) ; George D. Harter Bank 
38 B.T.A. 387 (1938); Estate of Harry W. Hammond, 13 TCM 903 (1954); Estate 
of Samuel E. Montgomery, 12 TCM 1380 (1953) ; Estate of Warren H. Poley, 6 TCM 288 
(1947). 

28 Wishon v. Anglim, 42 F.Supp. 359 (N.D. Calif. 1942) ; Mary A. B. Du Pont Laird, 
Ex’r, 38 B.T.A. 926 (1938) ; Kanawha Bank and Trust Co., 29 B.T.A. 376 (1933) ; Estate 
of J. B. Davis, 5 TCM 1064 (1946) ; Estate of Lizzie Florence Olney, 5 TCM 503 (1946) ; 
Estate of William 8. Cherry, 5 TCM 495 (1946). 

29 29 B.T.A. 710 (1934). 

30 Id. at 716. Estate of Irene De Guebriant, 14 T.C. 611 (1950), rev’d on other grounds, 
186 F.2d 307 (2d Cir. 1951) ; Newhall v. Comm’r, 66 F.2d 102 (7th Cir. 1933); Williams 
v. Comm’r, 44 F.2d 467, 470 (8th Cir. 1930). In the Williams case the Court stated: ‘‘The 
value per share of corporate stock can seldom be found by dividing the value of the assets 
by the number of shares, Many other considerations enter. . . .’’ Colonial Trust Co. v. 
Kraemer, 63 F.Supp. 866 (D.Conn. 1945); Estate of Pamelia D. Holland, 1 T.C. 564 
(1943) ; Estate of William McDougall, 45 B.T.A. 803 (1941) ; James Couzens, 11 B.T.A. 
1040 (1928). But see Bank of California National Association v. Comm’r, 133 F.2d 428 
(9th Cir. 1943) ; True v. United States, 51 F.Supp. 720 (E.D. Wash. 1943); Estate of 
Bozo Banac, 17 T.C. 748 (1951) ; Estate of Frederick A. Koch, 28 B.T.A. 363 (1933). 
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for a determination of fair market value of closely-held shares, there are 
three, and possibly four, situations where a valuation for tax purposes may 
properly be grounded on asset value. Asset value is here broadly interpreted 
to include book value in its historical cost sense, liquidating value, and net 
asset value in the sense of market value of the underlying assets. In the follow- 
ing situations asset value may properly serve as the basis for the determina- 
tion of fair market value. They are where there remains no other alternative 
because earnings or dividends do not provide reliable criteria of value, when 
liquidation of the company is contemplated, where the owner is the primary 
earning power element, and perhaps where the organization is a personal in- 
vestment company. 

Resort to book value the only alternative. Where earnings or dividends do 
not provide reliable criteria of the value of the shares, book value may assume 
dominant proportions.*! Such situations may arise from the nature of the 
operations in which the corporation is engaged or because the affairs of the 
corporation are in such a state that little confidence can be placed in the re- 
liability of the earnings figures. An illustration of the former would be where 
the corporation was organized for some purpose other than the realization of 
earnings. Thus, where earnings and dividends fail to be indicative of value, 
there may remain no other alternative but to resort to book value. 

Liquidation of the company is contemplated. Asset value or, more prop- 
erly, net realization value may assume significant proportions where a corpo- 
ration is being liquidated or the prospects for liquidation are strong. If the 
shares being valued for federal tax purposes comprise a controlling block, net 
realization value places a floor beneath which the shares may not fairly be 
valued.*? It does not matter, where the value of a controlling block is at issue, 
whether the enterprise is actually to be liquidated or to be kept in operation. 
The essential factor is that the controlling shareholder could, if he so chose, 
liquidate and realize that amount per share. Where the block does not carry 
control, liquidation value provides no such floor.3* There may be no assurance 
that this value will be realizable, and thus the value of the shares, as deter- 
mined by expert appraisal, may properly fall below net realization value and 
yet be considered a fair market value. 

The owner—the primary earning power element. Asset value may also merit 
more than mere secondary consideration in those situations where the earn- 
ings of the organization arise primarily from the personal contributions of the 
owner.®* Where the owner is the primary earning power element, the busi- 
ness may be worth little more than the bare value of the assets as the owner 
cannot sell himself, the only really valuable component of the enterprise. 


81 Estate of Henry E. Huntington, 36 B.T.A. 698 (1937); Estate of James Hogan, 3 
TCM 315 (1944). 

82 Estate of T. C. Thompson, 3 B.T.A. 902 (1926). See also Weber v. Rasquin, 101 F.2d 
62 (2d Cir. 1939). But compare Forbes v. Hassett, 38 F.Supp. 62 (D.Mass. 1941). 

38 Estate of C. W. Heppenstall, 8 TCM 136 (1949) ; Mathilde B. Hooper, 41 B.T.A. 114 
(1940). é 

34 Estate of Leopold Kaffie, 44 B.T.A. 843 (1941). 
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The value of the shares consequently can be worth little more than their pro 
rata portion of the net asset value, without any allowance for good will, since 
none is present that is in transferable form. 

The personal investment company. In the determination of the fair market 
value of the shares of a family or personal holding company, net asset value 
may assume significant proportions and may warrant greater consideration 
than the future earning power and dividend-paying capacity of the corpora- 
tion. The argument is that in the case of such companies the current market 
valuations of the quoted shares underlying the shares of the family or per- 
sonal holding company should be accorded great weight, since the valuations 
established in the market by the investing public have already taken into con- 
sideration the future earning power and the prospective dividends which may 
reasonably be expected of the shares held by the personal holding company. 
In addition, it is contended that the opinion of the investing public as a 
group is to be preferred over the opinion of a single appraiser testifying di- 
rectly as to the value of the personal holding company shares. It is suggested 
that instead of valuing the shares of a family or personal holding company 
directly on the basis of their prospective earning power and dividend-paying 
capacity, the shares be valued on the basis of the current market value of the 
shares which the personal holding company carries in its portfolio. Allow- 
ances may be made for operating expenses where applicable. On the basis of 
this method of valuation, the fair market value of the shares would be deter- 
mined to be equal to their pro rata portion of the market value of the market- 
able assets held by the company. 

Though it appears by the weight of authority that the shares of personal 
holding companies are to be valued on the basis of the market value of the 
underlying assets,** it is by no means clear that this procedure must be fol- 
lowed in all cases. If it can be shown by expert testimony, substantiated by 
the facts and not on the basis of mere opinion evidence, that the shares of com- 
parable investment companies whose shares are quoted on an organized stock 
exchange are selling at substantial discounts from net asset value, a strong 
ease may be presented for rejection of the valuation of the family holding 
company shares as based on the market value of the underlying assets.** 

The position may be further supported if the valuation is being made for 
estate tax purposes by relying on section 2031(b) of the 1954 Code, which 
sanctions the use of the selling prices of the shares of comparable companies as 
one of the factors to be considered in the determination of the ‘‘fair market 


35 Rev. Rul. 54-77, 1954-1 Cum. Buu. 187. See also Powell, Practical Utility in Valua- 
tion Cases of Listed Corporations Under Recent Decisions in PROCEEDINGS OF NEW YORK 
University SrixtH ANNUAL INSTITUTE ON FEDERAL TAXATION 173 (1948). Cruikshank v. 
Comm ’r, 9 T.C. 162 (1947). 

36 Goss v. Fitzpatrick, 97 F.Supp. 765 (D.Conn. 1951) ; Mary A. B. Du Pont Laird, Ex’r, 
38 B.T.A. 926 (1938), on remand, 85 F.2d 598 (3d Cir. 1936), which had reviewed 29 B.T.A. 
196 (1933). Estate of Lloyd R. Smith, 9 TCM 907 (1950). But see Richardson v. Comm’r, 
151 F.2d 102 (2d Cir. 1945), cert. denied, 326 U.S. 796 (1946) ; Estate of Frank A. Cruik- 
shank, 9 T.C. 162 (1947). 
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value’’ of close corporation shares. Though one authority has expressed doubt 
as to the value of comparatives in valuing the shares of personal or family 
holding companies,*? it appears that where an aggressive taxpayer is sup- 
ported by competent counsel and qualified appraisers, his chances of establish- 
ing a fair market value for the shares more nearly approximating the dis- 
counts at which the shares of comparable investment companies are currently 
selling in the market will materially improve. This is not meant to imply that 
the taxpayer, when so favorably supported, is guaranteed success. However, 
it is widely recognized in the tax valuation field that the aggressive taxpayer 
who is willing to pay for competent counsel may have substantial confidence 
that the final determination of value for tax purposes will approximate as 
closely as possible the fair market value of the shares. 
—ApouPpH E. GRUNEWALD * 


37 Powell, op. cit. supra note 35, at 174. 
* Assistant Professor of Finance at Michigan State University. 
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